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THE ANNUAL REPORT OF THE FINANCIAL 
STABILITY OVERSIGHT COUNCIL 


Wednesday, July 25, 2012 

U.S. House of Representatives, 

Committee on Financial Services, 

Washington, D.C. 

The committee met, pursuant to notice, at 9:33 a.m., in room 
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair- 
man of the committee] presiding. 

Members present: Representatives Bachus, Hensarling, Royce, 
Paul, Manzullo, Jones, Biggert, Miller of California, Capita, Gar- 
rett, Neugebauer, McHenry, Campbell, Pearce, Posey, Fitzpatrick, 
Westmoreland, Luetkemeyer, Huizenga, Duffy, Hayworth, Renacci, 
Hurt, Bold, Schweikert, Grimm, Canseco; Frank, Waters, Maloney, 
Gutierrez, Velazquez, Watt, Sherman, Meeks, Capuano, Clay, 
McCarthy of New York, Baca, Lynch, Miller of North Carolina, 
Scott, Green, Cleaver, Moore, Donnelly, Himes, and Carney. 

Chairman Bachus. The hearing will come to order. 

The committee is honored to welcome Secretary Geithner to de- 
liver the annual report of the Financial Stability Oversight Council 
(FSOC). 

As previously noticed, under Committee Rule 3(D(2), time for 
opening statements is limited to 8 minutes for each side of the 
aisle. Without objection, all Members’ written statements will be 
made a part of the record. 

The Chair now recognizes Mr. Fitzpatrick for 1 minute for an 
opening statement. 

Mr. Fitzpatrick. Thank you, Mr. Chairman. 

And thank you. Secretary Geithner, for taking the time to be 
with us this morning. 

We are all interested in avoiding the next financial crisis, and I 
think we can all agree that the best place to start is by doing no 
harm. 

This committee spent a lot of time examining the effect of Dodd- 
Frank on the ability of small banks on Main Street to comply and 
compete in light of the new and additional burdens that have been 
placed on them. And it is the opinion of many that the law favors 
big banks and hurts small banks, which, in turn, hurts small busi- 
ness, which is the group to whom we are looking for job creation 
in the future. 

But the more immediate issue remains lack of growth in the 
economy. High and increasing marginal tax rates reduce economic 
growth by creating strong disincentives to hard work, savings, in- 
vestment, and entrepreneurship. Just last week, Ernst & Young re- 
el) 
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ported that increasing taxes would do more harm to our economy. 
I hope that the FSOC will begin to address the pro-economic- 
growth policies that Americans are waiting for: lower budget defi- 
cits; smarter regulatory policy; and Tax Code simplification that 
lowers rates and expands the base. 

And we all look forward to your testimony. 

Thank you, sir. 

Chairman Bachus. Thank you. 

The Chair now recognizes Mr. Duffy for 1 minute. 

Mr. Duffy. Thank you, Mr. Chairman, for yielding. 

Secretary Geithner, I know we are here today to talk about the 
stability of the Nation’s financial system. As I travel around the 
northwest corridor of Wisconsin, I can tell you that my constituents 
feel that the financial system is far from stable. They are concerned 
about the economy. 

And as we go through the hearing today, I guess I would like to 
hear your commentary on the LIBOR scandal, the euro crisis, the 
American debt crisis, the American jobs crisis, the American eco- 
nomic growth crisis, and the codification of “too-big-to-fail” in the 
Dodd-Frank Act. I also want to hear your views on why you think 
this has been the longest and lamest recovery since World War II 
and what we can do to turn the ship around. 

I yield back. 

Chairman Bachus. Thank you. 

Ms. Hayworth for 1 minute. 

Dr. Hayworth. Thank you, Mr. Chairman. 

And thank you, Mr. Secretary, for appearing before us again. 

Your work and your comments about the FSOC are so important. 
And I share the concern that Mr. Fitzpatrick has raised and Mr. 
Duffy has raised regarding having a robust economy in the face of 
the new regulations that are being promulgated as a result of 
Dodd-Frank. 

I know that the Office of Financial Research and FSOC are 
working together to formulate the designation of nonbank financial 
companies as systemically important. And I have a letter I would 
ask unanimous consent to be introduced into the record regarding 
some concerns in terms of the coordination between FSOC and the 
OFR and, of course, the entities themselves so that we do not cre- 
ate a disruptive or, if you will, enterprise-compromising situation 
through promulgation of rules that may not be practically applied 
in the real world where we face global competition and the rest. 

And, indeed, sir, you have advocated for global cooperation, in 
terms of extraterritoriality, which I think is a very important stand 
and one that I hope you will share with the Commodity Futures 
Trading Commission (CFTC) as they contemplate those rules. But 
I do look forward very much to your testimony regarding how we 
go forward in a way that will be least disruptive and, in fact, will 
enhance the economy. 

Chairman Bachus. Thank you. 

Mrs. Maloney for 3 minutes. 

Mrs. Maloney. First of all, I would like to welcome Secretary 
Geithner and thank you for your extraordinary public service. This 
may be the last time that you testify before the Financial Services 
Committee, and I really want to make sure that my appreciation — 
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and certainly the appreciation of many Americans — is expressed to 
you and my gratitude for steering us through the worst financial 
crisis in our lifetime, certainly in my lifetime. 

I would like to hear today about what it cost this country last 
summer when we went up against the debt ceiling and the crisis 
that ensued because Congress could not make a decision, the hun- 
dreds of millions, billions of dollars, what it meant to American 
families. And I would like to know, what would happen, financially, 
if we come up to that cliff again this summer? What is it going to 
mean for American families? And how much did it cost America 
during that crisis? 

I also want to note the statement made earlier today by Sanford 
Weill, the former Citigroup chairman and CEO, on “Squawk Box” 
on CNBC: “What we probably should do is go and split up invest- 
ment banking from banking, have banks be deposit takers, have 
banks make commercial loans and real estate loans, have banks do 
something that is not going to risk the taxpayer dollars, that is not 
too big to fail.” 

I feel that is a very strong statement, stronger than the Volcker 
Rule, calling for the strictest Volcker Rule possible, a return really 
to Glass-Steagall. And certainly the goal of this committee and the 
Treasury Department is not to have this type of crisis again. What 
is your reaction to that? I feel that this statement is something we 
should certainly act on. 

On LIBOR, I would like to hear your statement about what you 
could do or what you could not do. England is a separate, sovereign 
country. To what extent can our country impose requirements on 
a foreign country? 

And I would like to hear about the car industry. How was it that 
the Treasury Department, with others, was able to save 1.4 million 
jobs and turn an industry that was failing into an industry that is 
now employing, expanding, and exporting? That is a terrific story 
of success. Thank you for your role and your leadership in achiev- 
ing that for American workers and in many other ways. 

My time has expired. Thank you. 

Chairman Bachus. Thank you. 

Mr. Renacci for 1 minute. 

Mr. Renacci. Thank you, Mr. Chairman. 

Good morning, Mr. Secretary. Thank you for being here today, 
and thank you for your service. 

In your testimony today, I look forward to hearing exactly what 
the FSOC has done to make our financial system stronger and 
more secure. 

One of the most obvious lessons of the financial crisis was that 
the system had become too complex for banks and their regulators 
to effectively manage. We had become overly reliant on a web of 
bloated government agencies that were incapable of covering all 
the cracks in our system. However, instead of simplifying the sys- 
tem and reducing the amount of jurisdictional bickering between 
regulators, we decided to double-down on a failed system. Instead 
of consolidating the number of regulators and providing clear re- 
sponsibilities, we rewarded the failure of certain agencies and then 
added three more bureaucracies for good measure. 
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Today, I hope to hear from you what FSOC has done to strength- 
en our regulatory system. I would like to hear what has been done 
to end “too-big-to-fail” and rein in the reckless behavior that led to 
the financial crisis. And, most importantly, I would like to hear 
what FSOC plans to do to hold regulators accountable for being 
asleep at the wheel during the financial crisis. 

Thank you for being here today. 

And I yield back. 

Chairman Bachus. Thank you. 

Mr. Bold of Illinois for 1 minute. 

Mr. Bold. I thank the chairman. 

Secretary Geithner, thank you for taking your time to be with us 
today. 

Our bipartisan objective has to be to maximize private sector job 
growth and global competitiveness while also ensuring economic 
stability. Regulations are obviously necessary, but they must be 
sensible and balanced. The rules must be transparent, unambig- 
uous, and objectively enforced. Anything less leaves us with many 
unnecessary and potentially negative consequences: diminished 
global competitiveness; erratic enforcement; potential regulatory fa- 
voritism; higher costs; reduced product availability; and weaker 
economic growth and job creation. 

Unfortunately, in many respects, our regulatory environment 
isn’t sensible or balanced. I don’t think that any of these are con- 
troversial points. For example. President Obama has called for a 
rigorous cost-benefit analysis of existing regulations and proposed 
regulations. So I am particularly interested in how FSOC is coordi- 
nating and correcting ambiguous, conflicting, and unnecessarily 
burdensome regulations, in addition to addressing jurisdictional 
battles among regulatory agencies. 

I am also concerned and interested in whether you might rec- 
ommend ways to simplify, consolidate, and streamline the regu- 
latory agencies themselves. The New York Times has called Bodd- 
Frank’s failure to do so a “lost opportunity,” and I think that we 
might also have some bipartisan agreement on that point. 

I yield back. 

Chairman Bachus. Thank you. 

Mr. Schweikert of Arizona. 

Mr. Schweikert. Thank you, Mr. Chairman, and Mr. Secretary. 

I have almost the same concerns you have heard from some of 
the other opening statements. We are engaged in a little project in 
our office where we are trying to build a flowchart of all the regu- 
latory mechanics, all the touches to those who are regulated, and 
then trying to predict some of the rule promulgation. And the chart 
is just becoming absolutely Byzantine. 

Should we be coming together trying to move toward a single 
point of contact from a regulatory environment to something that 
is much more simple, much more understandable? Has Bodd- 
Frank, maybe in good intentions, created a structure that is abso- 
lutely unworkable for the future? 

And just as sort of a personal side area I have great interest in, 
I would love if you have a second to touch on bonds being issued 
by United States. Should we be moving much, much, much further 
out in the WAM, back to the discussions of the super bonds, consid- 



5 


ering where interest rates are, on the outside of the curve right 
now? 

Thank you, Mr. Chairman. 

Chairman Bachus. Thank you. 

The ranking member, Mr. Frank, is recognized for 5 minutes. 

Mr. Frank. Mr. Chairman, as my retirement approaches, a cer- 
tain amount of nostalgia is inescapable. I try not to indulge it, but 
I am overwhelmed with it today. It is 2006 all over again. 

When I was about to become chairman of this committee after 
the 2006 election, I was besieged by The Wall Street Journal and 
Wall Street people and the Chamber of Commerce with pleas that 
we deregulate America, that if we did not dismantle Sarbanes- 
Oxley and cut back on the oppressive regulation of the financial 
community, everybody would soon be in England or in Hong Kong. 
And, of course, what then happened was the worst collapse of the 
American economy in a very long time, precisely because of the 
lack of regulation. 

People seem to have forgotten that. I am hearing again that the 
problem in the American economy is too much regulation. 

Ben Bernanke, who I will remind people — when George Bush, 
President George Bush, had an important economic appointment to 
make, he sent for the usual suspect, who was always Ben 
Bernanke. He appointed Ben Bernanke to be on the Board of Gov- 
ernors of the Federal Reserve in his first full year. Then, he made 
him Chairman of the Council of Economic Advisers. And then, he 
made him Chairman of the Federal Reserve. Ben Bernanke stays 
on as Chairman of the Federal Reserve as the most bipartisan per- 
son in this City. 

And he testified before us, and as my colleague, Mr. Himes, and 
some others noted, he listed the headwinds against the American 
economy. Excessive regulation of the financial industry wasn’t one 
of them. And he said, yes, there are all kinds of factors, but he was 
asked and he said, no, it is not a significant headwind. Europe is 
a headwind. And, of course, my colleagues on the other side have 
tried to retard the efforts of some, including Mr. Bernanke, to help 
with that. 

So we are being told now the problem is not enough freedom for 
the people whose irresponsibility caused this problem. We are 
being told to back off. We are being told that, gee, the regulations 
are too complicated for these poor people in the financial industry 
to understand. What was too complicated for them to understand? 
Their own razzle-dazzle shenanigans. That is what got them into 
trouble. 

And I do want to address this question of consolidation. People 
said we have created all these new agencies. There were two agen- 
cies that had pretty much similar functions: the Office of Thrift Su- 
pervision; and the Office of the Comptroller of the Currency. We 
consolidated those. So we got rid of one operating agency, and we 
created one new operating agency. The FSOC is not a new agency; 
it is a coordinating council. And the Office of Financial Research 
is not an operating agency; it gets information, which I understand 
some people don’t want us to have. 

But we did create one new agency, and that is really what they 
are worried about. It is called the Consumer Financial Protection 
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Bureau (CFPB). And for the first time, we took from existing bank 
regulators the function of protecting consumers and made it their 
primary job. And it has been working very well. 

I think we have had 11 hearings now, oversight hearings, in 
which people have complained that there is no oversight of this in- 
stitution. That is not their complaint. Their complaint is it is 
standing up for consumers, as it recently did regarding Capital 
One. 

Now, I will acknowledge there was one major flaw in our struc- 
ture that I wish I could fix. We should not have a separate Securi- 
ties and Exchange Commission and Commodity Futures Trading 
Commission. The biggest single gap we had in the American finan- 
cial regulatory system was the decision to not regulate derivatives 
at all. And we made a major breakthrough in the financial reform 
bill by regulating derivatives. We are just now getting those rules 
in place, partly because 10 people had to be involved: 5 at the SEC; 
and 5 Commissioners at the CFTC. And derivatives are split. The 
problem is, that split reflects a deep cultural and economic split in 
America. 

The Commodity Futures Trading Commission was created many 
years ago to deal with protecting, theoretically, farmers, while the 
Securities and Exchange Commission was created to deal with the 
financial community. I would very much like to get that consoli- 
dated. I notice the Republicans talked about consolidation. They 
left that one out. They talked about consolidating the bank indus- 
try, the bank agencies. 

So I just want to go back again to the fundamental point. The 
notion that the problem in America today with the financial insti- 
tutions is too much regulation — once a week we get a demonstra- 
tion that is not true: the banks lying about LIBOR, a disgraceful 
pattern of behavior of simply lying; Mr. Dimon at JPMorgan Chase, 
a very well-regarded, justifiably well-regarded executive, losing 
control of derivatives trading so billions and billions — and just like 
with AIG, they don’t know how much money they had lost; and 
Capital One admitting that they had vendors who were cheating 
people. Only an independent consumer bureau was able to step in. 

Now, there have been problems in the past. We had a Comp- 
troller of the Currency who, frankly, was not a good regulator in 
the sense of being tough on the banks. We have a new one, Mr. 
Curry, and I think you are going to see a great deal of improve- 
ment. 

But the notion that our problem is too much regulation, I guess 
I am struck by the precocity of people who make that comment, be- 
cause it is a very articulate statement coming, apparently, from 
people who were born sometime early in 2009. 

Chairman Bachus. Thank you. Ranking Member Frank. 

Mr. Grimm of New York is recognized for 1 minute. 

Mr. Grimm. Thank you, Mr. Chairman. 

And good morning, Mr. Secretary. 

The American people were told when Dodd-Frank was signed 
into law that they could rest assured these regulatory failures were 
going to be a thing of the past. Yet over the last 2 years, we have 
seen massive-scale regulatory failures. We have witnessed the col- 
lapse of MF Global; over a billion dollars of customer funds mis- 
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appropriated. In the last month, we have seen the collapse of PFG 
Commodities; close to $200 million in customer funds missing. Now 
we are learning, obviously, of a tremendous manipulation of the 
LIBOR interest rates. That is something regulators might have 
known for as far back as 4 years ago. 

So I am very interested in hearing from you, Mr. Secretary, how 
do we get the American people to feel that these 400-plus new reg- 
ulations under Dodd-Frank are going to give them the comfort and 
the certainty that they need to invest and come back into the mar- 
kets? But as someone who really does believe, as I think most 
Americans believe, that we have the strongest economy that was 
ever built and is the envy of the world, will Dodd-Frank make 
stronger, more robust capital markets, and will it lead to more 
American jobs? 

Thank you, and I yield back. 

Chairman Bachus. Thank you. 

And our last statement will come from the gentleman from 
Texas, Mr. Canseco. 

Mr. Canseco. Thank you, Mr. Chairman. 

The crisis of 2008 was caused by a number of factors, but I think 
at this point we can say with confidence that a lack of authority 
or information by regulators was not one of them. 

Instead of advancing a true reform of our regulatory structure, 
Dodd-Frank doubled down on the failures of the past by elevating 
the influence of the same agencies that missed the last crisis. This 
notion that a new supercouncil of regulators will predict the next 
financial calamity is a fallacy. All it does is further distract regu- 
lators from their core duty, which is to police the financial markets. 
And we have already seen an example of this with MF Clobal. This 
is harmful for our financial system and our economy, and I am 
eager to look into this matter further. 

I yield back the balance of my time. 

Chairman Bachus. Thank you. 

Before I recognize Secretary Ceithner, let me say that the Sec- 
retary has indicated that he must leave at noon today. To accom- 
modate as many Members as possible to question the Secretary, 
the Chair announces that he will strictly enforce the 5-minute rule. 
Members who wait until the final few seconds to ask a question of 
the Secretary should be advised that they will be asked to suspend 
when the red light comes on so that we can allow other Members 
to be recognized. 

Without objection, Mr. Secretary, your written statement will be 
made a part of the record. You are recognized for a 5-minute sum- 
mary of your testimony. 

Mr. Frank. Mr. Chairman? 

Chairman Bachus. And the ranking member is recognized. 

Mr. Frank. I ask unanimous consent to say “hurray” for what 
you just said. And I hope you will strongly enforce it. 

Chairman Bachus. Thank you. And I know I will have your co- 
operation. So thank you. 

Mr. Secretary, you are recognized. And the only thing that will 
not be strictly enforced is the 5-minute limit on your statement. 
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STATEMENT OF THE HONORABLE TIMOTHY F. GEITHNER, 
SECRETARY, U.S. DEPARTMENT OF THE TREASURY 

Secretary Geithner. Chairman Bachus, Ranking Member Frank, 
and members of the committee, thanks for giving me another 
chance to testify before this committee today on the recommenda- 
tions of the Financial Stability Oversight Council’s annual report. 
But, of course, I am happy to try to also address the range of other 
comments and questions you raised in your opening statements. 

As the Council’s report outlines, we have made significant 
progress in the United States repairing and reforming our financial 
system. We have forced banks to raise more than $400 billion in 
capital to reduce leverage and to fund themselves more conserv- 
atively. The size of the shadow banking system, the parallel bank- 
ing system, has fallen by trillions of dollars. The government has 
closed most of the emergency programs put in place during the cri- 
sis and recovered most of the investments made into the financial 
system. On current estimates, the TARP bank investments, for ex- 
ample, will generate an overall profit of approximately $22 billion. 
Credit to the business sector is expanding, and the cost of credit 
has fallen significantly from the peaks of the crisis. 

These improvements have made the financial system safer, less 
vulnerable to future economic and financial stress, more likely to 
help rather than to hurt future economic growth, and better able 
to absorb the impact of failures of individual financial institutions. 

But, of course, we still face very significant economic and finan- 
cial challenges. The ongoing European crisis presents the biggest 
risk to our economy. The economic recession in Europe is hurting 
economic growth around the world, and the ongoing stress in finan- 
cial markets in Europe is causing a general tightening of financial 
conditions, exacerbating the slowdown in growth. 

Here in the United States, the economy is still expanding, but 
the pace of economic growth has slowed during the last two quar- 
ters. In addition to the pressures from Europe and the broader 
global economic slowdown, U.S. growth has been hurt by the ear- 
lier rise in oil prices, the ongoing reduction in spending at all levels 
of government, and slow rates of growth in household income. 

The slowdown in U.S. growth could be exacerbated by concerns 
about the approaching tax increases and spending cuts and by un- 
certainty about the shape of the reforms to tax policy and spending 
that will ultimately be necessary to restore fiscal sustainability. 
These potential threats underscore the need for continuing progress 
in repairing the remaining damage from the financial crisis and en- 
acting reforms to make the system stronger for the long run. 

The regulators have made important progress over the last 2 
years in designing and implementing the regulations necessary to 
implement the financial reforms you call “Dodd-Frank.” Nine out 
of ten of the rules with deadlines before July 2, 2012, have been 
either proposed or finalized, and the key elements of the law will 
largely be in place by the end of this year. 

We have negotiated new, much tougher global capital require- 
ments, with even higher requirements for the largest banks. We 
now have the ability, the authority, to put the largest financial 
companies under enhanced supervision and prudential standards. 
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whether they are banks or nonbanks, and also the ability to subject 
key market infrastructure firms to tougher prudential standards. 

The SEC and the CFTC are putting in place a new framework 
for derivatives oversight, providing new tools for combating market 
abuse and bringing the derivatives markets out of the shadows. 
The FDIC has new authority in place for protecting the financial 
system and the taxpayer from the potential future failures of large 
financial institutions. And the Consumer Financial Protection Bu- 
reau has worked to simplify and improve disclosure of mortgage 
and credit card loans so that consumers can make better choices 
about how to borrow responsibly. 

This process of reform is a very complicated process. It is a com- 
plicated and challenging process because our system is complicated, 
the financial system itself is complicated, because we want to tar- 
get damaging behavior without damaging access to capital and to 
credit, because we want the reforms to endure as the financial 
market and innovation evolve over time, and because we need to 
coordinate the work of multiple agencies, not just here in the 
United States but in the financial centers around the world. 

Beyond the reforms enacted in Dodd-Frank, the Council has put 
forward a number of recommendations to help strengthen our fi- 
nancial system going forward. Reforms are necessary to address re- 
maining vulnerabilities in the short-term funding markets and par- 
ticularly to mitigate the risk of potential runs in the future on 
money market funds and to reduce intraday credit exposure in the 
tri-party repo market, which is a secured funding market. 

Regulators should establish and enforce strong protections for 
customer funds that are deposited for trading. Financial firms and 
regulators should continue to improve risk-management practices, 
including by strengthening their capital buffers, stress-testing dis- 
ciplines, internal disciplines around complex trading strategies, 
and other areas. 

The Council recommends further improvements in the quality 
and availability of financial data. The Office of Financial Research 
will continue to lead this effort, as it has done so impressively over 
the past year. 

Finally, the Council continues to support progress toward com- 
prehensive housing finance reform that will be designed to bring 
private capital back into the housing market. 

These recommendations will build on the very considerable 
progress made by the members of the Council over the past few 
years in making our system safer and stronger and more resilient, 
less vulnerable to crisis, with stronger protections for investors and 
for consumers. We have a lot of work ahead of us, however, and 
we need your support to make these rules both strong and effec- 
tive. And we need your support to make sure the enforcement 
agencies have the resources they need to prevent fraud and manip- 
ulation and abuse. 

I want to thank the other members of the Financial Stability 
Oversight Council and the staff of the other agencies for all the 
work they have done over the past year, not just on this particular 
report. And I want to underscore again that we look forward to 
working with this committee and with the Congress as a whole in 
this important effort of building a stronger financial system. 
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Thank you, Mr. Chairman. 

[The prepared statement of Secretary Geithner can be found on 
page 58 of the appendix.] 

Chairman Bachus. Thank you. 

The Chair yields himself 5 minutes for questions. 

Mr. Secretary, it is widely reported that you discovered in 2007 
that the world’s biggest banks were manipulating LIBOR. Your 
own recommendations, made in May of 2008, the following year, in- 
dicated your recognition that there was an incentive to misreport. 
That obviously raises substantial questions about the honesty of 
the LIBOR submissions and the presence of fraud. 

When did you alert the U.S. Treasury and the Justice Depart- 
ment of the possibility that LIBOR was being manipulated or 
rigged? And to whom did you state those concerns? 

Secretary Geithner. Thank you, Mr. Chairman. 

In 2008, as the financial crisis intensified and there were broader 
concerns about the financial strength of banks, European banks 
were having a tougher time raising dollars, those LIBOR rates 
began to rise. And there was a lot of concern in the market that 
the way the rate was structured made it vulnerable to 
misreporting. 

Those concerns were widely available in the market, and they 
were published in The Wall Street Journal and the Financial 
Times, among other publications. At that time — this was in the 
spring of 2008 — we took a very careful look at these concerns. We 
thought those concerns were justified, and we took the initiative to 
bring those concerns to the attention of the broader U.S. regulatory 
community, including all the agencies that have responsibility for 
market manipulation and abuse. 

Chairman Bachus. And that included the Treasury Department 
and the Justice Department? 

Secretary Geithner. I briefed the President’s Working Group on 
Financial Markets. The members of that group included the CFTC, 
the SEC, and the Fed. 

Chairman Bachus. How about the Justice Department? 

Secretary Geithner. Justice is not a member of that committee. 
And then — 

Chairman Bachus. But let me ask you this: You were aware of 
the possibility of fraud? 

Secretary Geithner. We were absolutely aware, not just of the 
reports that banks were underreporting and misreporting, but the 
nature of the rate — again, this is a rate set in London, overseen by 
the British Bankers’ Association, and it is a rate that is a con- 
structed average of estimates, principally by foreign banks, of what 
they might pay to borrow in 10 currencies at very different matu- 
rities — 

Chairman Bachus. There were three U.S. banks. 

Secretary Geithner. Three at that time, 3 of 16, now 3 of 18. 

But we were aware of the risk that the way this was designed 
created not just the incentive for banks to underreport but gave 
them the opportunity to underreport — 

Chairman Bachus. Right. 

Secretary Geithner. — and that was a problem. 
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Chairman Bachus. Right. I know that you went to the British 
regulators, but what action did you take? You were aware that 
they took no action, I believe? 

Secretary Geithner. Again, let me explain what I did. Our first 
instinct, of course, was not just to brief the broader U.S. regulatory 
community, including the enforcement agencies, but to bring this 
to the British. And I personally raised this with the governor of the 
Bank of England, and then I sent him a very detailed memo- 
randum recommending a series of changes. And then — 

Chairman Bachus. Yes. And he has denied having any evidence 
of rigging or of misconduct, but, according to what you supplied 
him, his testimony would not be correct; is that right? 

Secretary Geithner. Again, I felt that we did the important and 
fully appropriate thing, which was to bring to the attention not just 
to the people in Washington — 

Chairman Bachus. And what — 

Secretary Geithner. — but to the British of the, not just of the 
reports and the concerns that were broadly available in the market 
and the public domain, but also of the range of problems in the 
way this rate was designed that created that vulnerability. And so, 
we brought those concerns to their attention. 

Chairman Bachus. Sure. 

Secretary Geithner. And we felt — and I still believe this — that 
it was really going to be on them to take responsibility for fixing 
this. 

Chairman Bachus. Let me ask you this: You reported it to the 
President’s Working Group in May of 2008. What action, if any, 
was taken at that time to address the concerns that LIBOR was 
being misreported, the existence of fraud and rigging? 

Secretary Geithner. What the CFTC did in roughly the same 
timeframe is to initiate a confidential but very far-reaching inves- 
tigation — ultimately, it took 4 years — which resulted in a very, very 
strong, appropriately strong enforcement response you saw an- 
nounced earlier this month. Ultimately, that investigation brought 
in the SEC and the Department of Justice — 

Chairman Bachus. Okay. 

Secretary Geithner. — and other agencies. 

Chairman Bachus. Sure. 

Let me ask you this last question: You used LIBOR to set the 
AIG $182 billion and also the $100 billion TALE. Now we know 
that those were understated. Does that work to the disadvantage 
of the taxpayer? 

Secretary Geithner. We were in the position of investors all 
around the world. In many cases, you have to choose a rate to de- 
cide to use as a reference for what you are lending in that context. 
And we did what everybody else did, which is to use the best rate 
available at the time. 

Now, we are all taking a very, very careful look — and this is a 
matter of litigation, as you know, not just the ongoing enforcement 
investigations — about to what extent the rate was moved up or 
moved down or actually affected in any way. I don’t know yet what 
the results of those discussions will be, and I can’t speak to them, 
but you are right to point out that we, like investors around the 
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world, had to take advantage of the rates available at the time, and 
we chose LIBOR at that point, as did many others. 

Chairman Bachus. Thank you. 

Congressman Frank? 

Mr. Frank. Thank you. 

Mr. Geithner, I just want to get the context, because what has 
happened here is that some of the leading financial institutions in 
the world behaved in an outrageous fashion. These were not bad 
guesses about derivatives. This was not overconfidence about mort- 
gages. This was conscious deception in their own self-interest. And 
it was done not just by individuals but by an association that was 
given powers to self-regulate in some ways. So as I hear some of 
my colleagues talk about the need for more self-regulation and less 
prescriptive regulation, LIBOR comes to mind as a very strong rep- 
utation. 

But part of this — and this is troubling to me, and it hasn’t hap- 
pened yet this morning; I hope it doesn’t — ^but in the press and 
elsewhere, there has been an effort to kind of blame you for all this 
because you happen now to be the Secretary of the Treasury in the 
Obama Administration. And there is, it seems to me, extraor- 
dinary — ^you were an important official, but not one of the top offi- 
cials. I don’t mean to denigrate you. The presidency of the Federal 
Reserve is an important institution. It has been given more impor- 
tance recently than it has ever had before, as people want to say 
that you were running the world back then. You had a Chairman 
of the Federal Reserve who was setting the LIBOR — using LIBOR 
to set the rates. Mr. Bernanke was in charge of AIG. You had Sec- 
retary of the Treasury Paulson. So we do want to remind people 
that this all happened under the Administration of President Bush, 
and the President’s Working Group to which you reported was 
President Bush’s Working Group, with Mr. Cox at the SEC, Mr. 
Paulson, et cetera. 

And I stress that because there was a failure to be tough enough 
with these private sector people who were doing this, but the no- 
tion that it was really all the problem of the President of the Fed- 
eral Reserve of New York is striking. 

I want to be very clear. You reported this to the President’s 
Working Group on Financial Reform. Who are the members of that 
group? Who were they in 2008? Give me names. 

Secretary Geithner. The Chairman of the Federal Reserve, the 
Chairman — 

Mr. Frank. Mr. Bernanke. 

Secretary Geithner. — of the CFTC, the Chairman of the SEC, 
and a — 

Mr. Frank. The Secretary of the Treasury? 

Secretary Geithner. And the Secretary of the Treasury. 

Mr. Frank. All right, so we have four — 

Secretary Geithner. Those were the core members of the group. 
Probably the Chairman of the FDIC, I think at that stage, was 
there maybe occasionally. But those were the core members. 

Mr. Frank. All right. So these were all Bush appointees. 

And I think this is a problem not of the regulators but of the pri- 
vate sector — and of the British, because this was a British associa- 
tion. But if people are going to start pointing fingers at regulators. 
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all those people were Presidential appointees confirmed by the Sen- 
ate. You were not a Presidential appointee. 

Secretary Geithner. No. 

Mr. Frank. So these were five or six people above you in the or- 
ganizational chart to whom you reported what you found. And 
maybe things weren’t done tough enough, although I am struck 
that you note that the CFTC, to its credit, did begin the investiga- 
tion which culminated in this. 

So we have a situation where private banks, formed in a British 
association but with American bank participation, grievously mis- 
behave. You hear about it and report it to the financial working 
group consisting of Bush appointees, many of whom I value highly 
and with whom I worked closely in 2008. And some people believe 
that not enough was done. If that is the case, it does seem to me 
that responsibility should be broadly shared. 

Now, let me ask you this question about “too-big-to-fail.” The leg- 
islation, as you know, says that if a large financial institution can- 
not pay its debts, it is put out of business and that no money can 
be spent by the Federal Government on the process of putting it 
out of business. These are the death panels. They weren’t for old 
ladies in the health bill; they were for big banks in the financial 
reform bill. The CEO and the other officers are gone, the share- 
holders are wiped out, and the board is dissolved. That is what the 
law says. And the law also says that if there is any money that has 
to be spent to wind it down responsibly, you or your successor is 
mandated, not authorized, to recover it. 

Now, what I read is, from, for instance, the President of the Fed- 
eral Reserve of Dallas and his staff, that is not going to work, be- 
cause if there was a failure of a large institution, there would be 
overwhelming pressure on you or your successor to provide Federal 
funds to keep that institution alive. Do you think that is likely? 

Secretary Geithner. Unlikely, but I wouldn’t have the authority. 

Mr. Frank. You would be breaking the law to do that. 

Secretary Geithner. Again, what Congress did is change the law 
to limit the authority available to the regulators to protect an insti- 
tution from its mistakes. 

Mr. Frank. And they are then put out of business. 

By the way, there are some now, on the more conservative side, 
who lament that. There is a new book out by Mr. Conrad, who was 
a managing director, I believe, of Bain — I just had a copy sent to 
me by the National Review — complaining that we have restricted 
the ability of the Federal regulators to intervene to save an institu- 
tion too much. 

But I appreciate your point. If a large institution failed now, you 
would have no option under the law but to have it fail. And if any- 
thing had to be done to put it out of business, you would get the 
money back from the banks. 

Thank you. 

Chairman Bachus. Thank you. 

Mr. Hensarling? 

Mr. Hensarling. Thank you, Mr. Chairman. 

Good morning, Mr. Secretary. 

I still don’t quite understand your answer concerning the New 
York Fed’s use of LIBOR. On the one hand, I think you have said 
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that, “We acted very early in response. We were worried about it, 
we were concerned about it.” But it appears that the early response 
was to keep using it, which means it appears that you treated it 
almost as a curiosity or something akin to jaywalking as opposed 
to highway robbery. 

I think I just heard you earlier in your testimony say, “It was 
our best choice.” There are other interest rate indexes out there. 
How can a number that you know has been manipulated — how can 
that possibly be the best choice? 

Secretary Geithner. Again, we were concerned about this, and 
we did the important, very consequential thing of bringing it to the 
attention of the full complement of regulatory authorities that Con- 
gress had given responsibility and authority for market manipula- 
tion and abuse. And — 

Mr. Hensarling. But you weren’t obligated to use it. The New 
York Fed was not obligated to use LIBOR. Yes or no? 

Secretary Geithner. No, of course not. But — 

Mr. Hensarling. Okay. 

Secretary Geithner. But we had to make a basic choice among 
alternatives at that time, and I think that was the right choice 
back then. 

Mr. Hensarling. Between a manipulated number and a non- 
manipulated number? 

Secretary Geithner. No, again, I wouldn’t say it that way. I 
would say this was a rate that was structured in a way that was 
vulnerable to misreporting. We were very concerned — 

Mr. Hensarling. Apparently. 

Secretary Geithner. — about that. And what we decided to do 
was to try to initiate a reform of the process with the British but 
also just to make sure the relevant authorities made use of it — 

Mr. Hensarling. If I could, Mr. Secretary, I am sorry, we have 
a limited amount of time. I would like to ask another question 
here. 

As I review the annual report, I see a lot of discussion of the Eu- 
ropean debt crisis. Frankly, I see very little discussion of the U.S. 
debt crisis. We know that on a nominal basis, this country has now 
racked up more debt in the last 3 years than in the previous 200 
years. We now know that our debt-to-GDP ratio exceeds our econ- 
omy. 

Even in the President’s own budget, after the 10-year window, 
his budget states, “The fiscal situation deteriorates badly.” The 
President has previously said that the major driver of our long- 
term debt is Medicare and Medicaid, our healthcare spending; 
nothing comes close. Yet — and that was in 2009 — I have yet to see 
a reform plan for entitlement spending out of this Administration. 

You testified before the Budget Committee in February of this 
year. In response to Budget Committee Chairman Paul Ryan, you 
said that he was “right to say we — meaning the Administration — 
are not coming before you today to say that we have a definite so- 
lution to that long-term problem. What we do know is we don’t like 
yours.” That was in February. I assume I haven’t missed any of the 
news clips stating that the Administration has come out with a 
plan. 
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So if the President says this is the major driver — we know that 
the head of the Federal Reserve has also spoken about our 
unsustainable spending driven by entitlement spending. I look at 
this report; I cannot find one mention of the word “entitlement,” 
not one mention of the word “Medicare,” not one mention of the 
word “Medicaid.” Yet, your own budget says “fiscal situation dete- 
riorates badly.” 

How can this not be cited as a major factor that could disrupt 
U.S. financial stability? And when, if ever, is the Administration 
going to move on this? 

Secretary Geithner. Congressman, as you know, the Council’s 
job is not to recommend to the Congress long-term reforms to enti- 
tlement spending or recommend solutions to our long-term fiscal 
crisis. We agree, as you said, that our fiscal deficits are 
unsustainable. And — 

Mr. Hensarling. Mr. Secretary, if I could, what is chapter 3 of 
this report all about, “Annual Report Recommendations?” Does this 
not impact the competitiveness and stability of U.S. financial mar- 
kets, our fiscal unsustainability? 

Secretary Geithner. We did identify in the report, as I did in my 
statement in summarizing the report, that these broad, long-term 
fiscal risks are a significant risk to the American economy and ulti- 
mately, therefore, to the financial system. And we highlighted that 
basic risk in the report, as was appropriate. But what we didn’t 
do — 

Mr. Hensarling. But you make other recommendations. You 
just make no recommendation on what is actually driving, accord- 
ing to the President of the United States, the debt crisis. 

Secretary Geithner. I think it would be a strange thing to ask 
the Fed, the SEC, and the CFTC to recommend a detailed Medi- 
care reform plan. That would be a strange thing. 

So you are right to say it is a risk, and the Council is right to 
highlight that risk. But I don’t think it is correct to say that the 
Council should have laid out reform recommendations for restruc- 
turing a — 

Mr. Hensarling. I am out of time, but perhaps next time you 
could help me with a highlighter, because I don’t see it. 

Chairman Bachus. Thank you, Mr. Hensarling. 

Ms. Waters? 

Ms. Waters. Thank you very much. 

According to Andrew Lo, a professor at MIT, this LIBOR fixing 
scandal dwarfs by orders of magnitude any financial scam in the 
history of markets. That is pretty strong. I would like you to tell 
me if you think that statement is true. 

I would also like to know what impact this manipulation had on 
our financial markets and what impact it is going to have moving 
forward. And take time to tell us about your series of changes that 
you recommended. 

I would like to give you time and not take up all the time, so 
please go ahead. 

Secretary Geithner. Okay. Let me just say a bit about this 
broader question, and thank you for giving me the chance to do so. 

In the detailed recommendations we gave to the British, we iden- 
tified a series of specific things that would make it untenable for 
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this rate to be affected by the banks’ incentive to lower their re- 
ported cost of funds. We gave them, again, very specific detailed 
changes for doing that. And if those had been adopted — more of 
those had been adopted and sooner, you would have limited this 
risk going forward. 

Right now, let me just highlight a few things we think are impor- 
tant, given where we are today, because you are going to want to 
know what is next, what is ahead of us. So let me just walk 
through that, if you would just give me a minute. 

The Council and the regulating agencies, relevant agencies, 
which means the Fed and the SEC and the CFTC, are in the proc- 
ess of taking a very careful look at how to address any potential 
implications of this remaining challenge for the financial system. 
These bodies are carefully examining other survey-based measures 
of interest rates in financial crisis overseen by private financial 
firms to assess any potential there for misreporting similar prob- 
lems. They are carefully examining a broad range of potential re- 
forms and alternatives to LIBOR. 

There is a global effort led by the Financial Stability Board, 
which includes all the world’s major central banks and market reg- 
ulators together, to review potential reforms. We are considering 
how to deal with the careful and delicate question of how do we 
make it possible for enforcement agencies that are undertaking a 
confidential investigation which reveals behavior that could impact 
the financial system as a whole — how to make it possible for them 
to share that information, with appropriate protections and safe- 
guards, with the relevant agencies which have responsibility to the 
overall functioning of the system. That is a very important ques- 
tion. 

We need to take a very careful look at parts of the system where 
we rely or where the market relies, still, on informal private bodies 
run by financial firms like the British Bankers’ Association that 
have some formal or informal self-regulatory rule. A very important 
question that your colleague referred to earlier. 

And, of course, I think we all need to make sure that these en- 
forcement agencies have the resources they need to do their job. 
Just to give a specific example, you have a small town with a police 
department. The population of that town increases by 10 to 100 
times. You are going to need to increase the size of the police de- 
partment. It is a necessary, responsible thing to do. And if we do 
that, you will have a more powerful deterrent, tougher enforce- 
ment, and that will come earlier, with broader effects for all of us. 

Now, in addition to each of those things, of course we are going 
to cooperate fully and be fully responsive to the requests of this 
committee for broader information on this. And, of course, we will 
brief the Congress on the progress of each of those efforts looking 
at reform and implications and how to reduce the vulnerability of 
the system in the future to similar problems like this. 

Ms. Waters. Given those recommendations and the problems we 
have had with the economic meltdown in this country, what else 
can Congress do to ensure that the interest rates that are being 
paid between the banks are fair and equitable and somehow will 
not negatively impact that person who has taken out a mortgage 
in the United States? 
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Secretary Geithner. Again, I think what you should do is what 
you are doing, which is you are conducting oversight of these agen- 
cies and these efforts. And you should ask for periodic updates 
from these agencies on the reforms under way to address that risk. 
That is fully appropriate. We welcome that effort, and we will he 
fully responsive to it. 

Ms. Waters. Thank you very much, Mr. Chairman. I yield back. 

Chairman Bachus. Thank you. 

Dr. Paul? 

Dr. Paul. I thank you, Mr. Chairman. 

And good morning, Mr. Secretary. 

I have a question about the President’s Working Group on Finan- 
cial Markets. There is an article that said the Fed briefed the 
President’s Working Group on Financial Markets in June of 2008. 
And during that time, I assume you were President of the New 
York Fed, in June of 2008? 

Secretary Geithner. It was actually in May that we briefed 
them, and I was the one who did it. 

Dr. Paul. Okay. The article said June, but, okay. May. It said 
the Fed briefed the Working Group. Does that mean you did it or 
somebody else from the Fed? 

Secretary Geithner. It was on the agenda of the meeting, and 
I went to provide — I wasn’t a member of the group, but I occasion- 
ally went — I went to provide an update on this issue. And then my 
staff subsequently briefed officials of the Treasury and, separately, 
officials of the SEC and the CFTC. 

Dr. Paul. Okay. You are the Chairman of that group right now, 
correct? 

Secretary Geithner. Yes, I am the Chairman of the Council. 

Dr. Paul. Okay. In relation to that meeting you had and the 
meetings you have had since, do you keep detailed minutes of all 
those meetings? 

Secretary Geithner. We do keep minutes of the Council meet- 
ings today, and we put those minutes in the public direct record, 
with whatever the appropriate lag is to make sure we have a re- 
view by the agencies. 

Dr. Paul. So all records get — how often do those meetings lead 
to policy changes, where you make a decision and the Fed goes out 
and does something or Treasury does something or getting involved 
in the markets at all? How often does that happen? 

Secretary Geithner. The Council is still in its early stage of im- 
plementing the authority Congress gave it. 

The Congress gave it two different sets of authorities. One is spe- 
cific responsibility for things like designating financial market util- 
ities that have systemic implications. That is a specific responsi- 
bility the FSOC has which we have acted on. 

But Congress gave it a set of broader coordinating responsibil- 
ities in service of something many of you have spoken to, which is 
trying to make sure that you are not leaving large gaps in the sys- 
tem and the agencies that have similar responsibilities are working 
together, not against each other. That is a more general responsi- 
bility, not a specific one. 

Dr. Paul. Not specific. 
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On LIBOR, I don’t want to get into the details of fraud and who 
committed crimes and who should be punished and whatnot; I 
want to talk about the principle. And the principle here is that peo- 
ple are complaining because they believe LIBOR was fixed, that 
the interest rates were fixed, and that it benefited somebody finan- 
cially. And I don’t think there is a big argument on that. That is 
what all the talk is about, and that is why Barclays was actually 
penalized for it. 

But isn’t this a whole lot like exactly what the Federal Reserve 
does? Aren’t they fixing interest rates all the time for the benefit 
of special individuals? If the market goes down, interest rates are 
lowered, and there is good evidence to show the market usually 
comes back up. If banks get into trouble, interest rates are lowered. 
Right now, interest rates are, like, zero, and banks get a lot of free 
money. And they turn around and they put it back in the Fed, and 
they earn interest and they buy Treasury bills, and they are doing 
quite well. So it seems like there is a tremendous amount of ma- 
nipulation of interest rates for the benefit of some individuals. 

But this manipulation of interest rates harms people who save 
money. If they are retired and they can’t earn anything, it seems 
like, in the sense of morality and economic policy, our monetary 
system is every bit as guilty as what we are accusing LIBOR of 
doing. 

Now, the Fed may be protected by rules and laws, but isn’t there 
a similarity? Isn’t there something that we should question about 
the manipulation of interest rates for the special benefits of some 
individuals, as the Fed does this? 

Secretary Geithner. No, I would not make any comparison. I 
don’t think they are remotely similar. The Fed, with authority Con- 
gress gave it to maintain — 

Dr. Paul. I am not talking about the authority. I am talking 
about what they did. I recognize that. 

Secretary Geithner. But what the Fed is doing is, with the re- 
sponsibility Congress gave it to keep prices low and stable over 
time and unemployment low over time, it is using a set of tools in 
the public interest to achieve those objectives. I would say that is 
a fundamentally different thing from the behavior of individual 
banks to misreport the price they are paying or they might pay to 
borrow — 

Dr. Paul. Okay. I don’t think we will resolve that, because I 
have one other quick question. 

Would you support a change in policy where the Fed could buy 
Treasury debt directly so it didn’t go through the bond brokers, 
where they make huge commissions on this? Wouldn’t this be much 
better for the American taxpayer? 

Secretary Geithner. For the Fed to directly finance? 

Dr. Paul. Yes, why can’t they buy Treasury bills from the Treas- 
ury? Instead, we have 20 or so bond dealers, and I think they make 
some commissions on this. And then the Fed goes out and buys 
these bonds, and bond dealers make money off this. 

Secretary Geithner. Let me be careful in answering that ques- 
tion. Let me just tell you that I personally am a strong defender 
of two very important principles. One is to try to make sure the 
Fed has full independence on monetary policy independent of poli- 
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tics, but also to make sure that there is nothing in this relationship 
between the Fed and the Treasury that would raise concerns that 
the Federal Reserve is directly financing the fiscal deficit of the 
United States. That would be something very damaging to the 
Fed’s independence, to the credibility of monetary policy, and to the 
fiscal credibility of the United States. 

I don’t think that is what you are implying, of course. I know you 
wouldn’t support that at all. And so maybe I should talk to you in 
more detail about your specific questions about the market function 
issue. 

Chairman Bachus. Thank you. 

Mrs. Maloney for 5 minutes. 

Mrs. Maloney. Mr. Secretary, thank you for your service. 

It is absolutely huge that Sandy Weill has called for the breakup 
of the big banks. And I would like a detailed answer in writing on 
what this means to the financial crisis. If investment banking and 
banking had been separated, what would that have meant for AIG, 
for Bear Stearns, for Lehman, for Wachovia, for all of the big 
banks? 

But I want to use my time today on crises that we are in right 
now, which is LIBOR, and also the debt-ceiling crisis and what it 
meant in financial loss to the American families last summer and 
what could it mean in the future. 

But specifically on LIBOR, was this a British problem or a U.S. 
problem? 

Secretary Geithner. It was a rate set in London that had impli- 
cations far beyond London, not just in the United States but in fi- 
nancial markets around the world. 

Mrs. Maloney. Okay. And was it set by an association or profes- 
sionals in the United States or elsewhere? Who set it? 

Secretary Geithner. It was set by the British Bankers’ Associa- 
tion, which is a group of banks. 

Mrs. Maloney. Okay. Were you aware of any other members of 
the President’s Working Group following this issue? 

Secretary Geithner. As I said, we briefed that broader set of rel- 
evant agencies, so they were aware of it. These reports were in the 
public domain. And, as you know, the CFTC started at that time 
a very far-reaching, to their credit, investigation that ultimately in- 
volved a range of other authorities. 

Mrs. Maloney. Did the New York Fed or the Federal Reserve 
have enforcement authority in any way? 

Secretary Geithner. The New York Fed has a range of author- 
ity, but the enforcement powers of the Fed rest with the Board of 
Governors in Washington, not with the individual reserve banks. 
But the other agencies that are part of our system — and it is a 
complicated system, as many of you have said — involve a range of 
other authorities and responsibility for things like market manipu- 
lation and abuse. 

Mrs. Maloney. Could you have taken any action, as Secretary 
of the Treasury, against Barclays? 

Secretary Geithner. As Secretary of the Treasury? 

Mrs. Maloney. Yes. Or as head of the New York Fed at the 
time. 
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Secretary Geithner. I don’t think the Secretary of the Treasury, 
then or now, has direct enforcement authority that was relevant to 
that. The Congress has given that authority to other agencies, 
which is appropriate. 

Mrs. Maloney. Could you have taken action against Barclays at 
the New York Fed? 

Secretary Geithner. Again, at the New York Fed, I believe — and 
I have thought a lot about this, as you know, as you would expect — 
I believe we did the necessary, appropriate thing very early in the 
process. 

Mrs. Maloney. Could you put this in context in terms of the 
other things that you were working on in 2008? I know that I was 
getting calls from my constituents, screaming that there was a run 
on the markets. There was a fear of a complete financial meltdown. 
What was it like for you? What were you working on in 2008? Can 
you put this into the context of what was happening at the time? 

Secretary Geithner. You are right to remind us that at that pe- 
riod, we were — it got much worse later, but at that point the pres- 
sures on the financial system here and around the world were very 
acute. And they were creating the real risk of a broader run, broad- 
er collapse on the American financial system. The recession was al- 
ready many-quarters old at that point, so we were seeing the eco- 
nomic effects of it, and it was certainly going to get dramatically 
worse. 

And, of course, we had a lot to do at that point. But on LIBOR, 
again, we were worried about this, we were concerned about it, and 
that is why we did what we did at that point, despite all those 
other preoccupations. 

Mrs. Maloney. Could you comment also on the debt-ceiling crisis 
this country suffered through last summer? What did it cost our 
country? What did it cost American families? And what would hap- 
pen if we had yet another debt-ceiling crisis, if we went over the 
cliff again, in terms of pain, suffering, increase in debt and deficit, 
increase of unemployment? 

Could you explain what the impact was last summer? And what 
could it be if we can’t get together and come forward with a reason- 
able agreement? 

Secretary Geithner. The threat of default that hung over the 
U.S. economy in that period of time, June and July of 2011, was 
very damaging. It caused economic growth to slow at a very early, 
vulnerable time in the recovery. It caused stock prices in the 
United States and around the world to fall sharply, doing a lot of 
damage to the savings of the average American. 

It caused a precipitous drop in consumer and business con- 
fidence, magnifying the slowdown in growth. The shock to con- 
sumer confidence, to business confidence, was larger than you see 
in a typical recession — very damaging, very substantial, completely 
avoidable, not necessary. And it would be irresponsible to put the 
country through that again. 

Mrs. Maloney. My time has expired. This may be the last time 
you testify before us. Thank you for your public service. 

Mr. Bold [presiding]. The Chair recognizes the gentleman from 
North Carolina, Mr. Jones, for 5 minutes. 

Mr. Jones. Mr. Chairman, thank you very much. 
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And, Mr. Secretary, thank you for being here today. 

I have said many times in my district and here in Washington 
that the two worst votes I have made in the 18 years I have b^een 
in Congress were on the Iraq war, which was very unnecessary, 
and on the repeal of Glass-Steagall. 

I was here with many of my colleagues, some on the dais today, 
when President Bush and Secretary Paulson called on Congress to 
bail out those who, in my opinion, were gambling on Wall Street 
with the taxpayers’ money. And we bailed out those in trouble — 
I didn’t vote for it then, so I won’t take the blame on that one. 

But it seems like every time the financial institutions get in trou- 
ble, they come to the Congress and the taxpayer and say, we need 
for you to help us out. Mr. Dimon in the last 3 or 4 weeks first 
acknowledged that they had made a $2 billion mistake in invest- 
ments, I guess; then it later became $10 billion. 

And the American people are just tired and sick and fed up with 
how — and I think a lot of it, quite frankly — if I could vote today to 
create public financing, we might could bring some sanity to this 
issue that we are talking about, the financial institutions, and real- 
ly have oversight that we should have. But we are not going to 
change the way we finance campaigns, I realize that, and you can’t 
change it if you wanted to. 

But my question to you is, isn’t it time to have a discussion and 
a debate about the reinstatement of Glass-Steagall? 

Secretary Geithner. Congress thought about that very carefully 
in the context of the Dodd-Frank discussions, and I am sure it will 
consider it in the future again. And that is an appropriate thing 
to do. 

But the reforms Congress enacted were very tough and very 
strong against just the risk you said, because they force banks to 
hold much, much more capital against risk and the large banks to 
hold much more than small banks. That is a very important thing. 
They limit how large banks can get as a share of the system as a 
whole. That is a very important thing. 

And as your colleague said earlier, they deprive the institutions 
of government of the ability to come in and rescue a bank from its 
failures. All we can do is to try to protect the economy from the 
failures banks will inevitably make. And they will make mistakes; 
it is inevitable in that context. Our job is not to prevent them from 
making mistakes. We can try to do that. Our job is to make sure 
that when they make mistakes, they don’t imperil the broader 
American economy and the safety of people’s savings and make it 
harder for businesses to borrow. And this law was the toughest, 
most far-reaching, most comprehensive set of protections against 
that concern than the United States has ever contemplated. 

Should we keep looking at what more we could do to make the 
system safer? Absolutely. And I expect Congress to continue to do 
that. You should always go back and examine those judgments in 
this case. 

But I think it is a very tough set of constraints against the risk 
you said, and we should give those reforms a chance to take effect 
and to work. 

Mr. Jones. Mr. Secretary, I appreciate your comments. I think 
that for too long that we continue to — I was one of the few Repub- 
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licans to vote for Dodd-Frank. It was a decision I made that there 
was more good than bad in that legislation, and that if it was prop- 
erly implemented, maybe it would do what was necessary to bring 
some honesty and integrity to the markets. And so therefore, I 
hope that most of my colleagues will give Dodd-Frank a chance. 
Maybe there are certain aspects of it that need to be reviewed, but 
that is true in any complex legislation. 

But I continue to say that I would hope that we would take a 
serious look. I joined Ms. Kaptur in H.R. 1489, to reinstate Glass- 
Steagall. I think that, and I am not trying to interpret your words, 
but it seems to me that it would benefit us to at least have a hear- 
ing from experts, you being one, about the possibility of reinstating 
aspects of Glass-Steagall for certain types of banks. 

But with that, Mr. Chairman, I thank the Secretary for his an- 
swers to my questions very much. I yield back. 

Mr. Dold. The gentleman yields back. 

The Chair recognizes the gentleman from Illinois, Mr. Gutierrez, 
for 5 minutes. 

Mr. Gutierrez. Thank you very much. 

First of all, I would like to go back to, how did you find out about 
the manipulation of Barclays and the LIBOR manipulation? How 
did you first find out about it? 

Secretary Geithner. As I said earlier, there was a lot of concern 
in the market and a lot of talk in the financial markets, much of 
which was ultimately published in major newspapers of record, 
about not just the potential that banks could misrepresent what 
they were paying to borrow, but that they were actually doing that. 
So we first learned about those concerns, at least I first learned 
about those concerns, in the early part or the spring of 2008, and 
we acted very quickly. Congressman, at that stage. 

Mr. Gutierrez. And you learned about it through published 
news reports? 

Secretary Geithner. No, we learned through a variety of ways. 
As you know, one of the things the New York Fed does is it spends 
a lot of time talking to people in the financial markets about what 
is going on. So it is a basis on those — on those reports, not just 
what was in the public, in the press. 

Mr. Gutierrez. Okay. And so what you did is — what did you do 
as a consequence of that publicly, or privately, in order to respond 
to what you were seeing were manipulations in the LIBOR rate? 

Secretary Geithner. First, we took a very careful look at wheth- 
er there was any basis for those concerns, and we thought there 
was. 

Mr. Gutierrez. Okay. 

Secretary Geithner. And then we briefed the relevant members 
of the American financial oversight bodies, meaning the Treasury, 
the Fed, the SEC, the CFTC and others, and then we brought this 
to the attention of the British. 

Mr. Gutierrez. You wrote them a memo, didn’t you? 

Secretary Geithner. And we wrote them a detailed memo- 
randum with very specific, detailed recommendations for how to fix 
it, and of course — and they responded affirmatively to those rec- 
ommendations; said they shared the concern, supported the rec- 
ommendations, and would pursue them. 
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Mr. Gutierrez. To the best of your knowledge, the investigation 
that led to the $453 million fine against Barclays and the con- 
tinuing investigation began where? 

Secretary Geithner. That is a question you should refer to the 
CFTC, but I believe they have said publicly that their investigation 
began in roughly the same time period in April 2008. 

Mr. Gutierrez. So if we look at the investigation that leads to 
the fine, it begins at the moment in which you are made aware, 
as head of the New York Reserve, and carry out your responsibil- 
ities, and then you informed the Secretary of the Treasury, the job 
that you currently hold, of this situation. 

What was the response of the other major stakeholders in our 
markets, in the protection and the oversight of our markets, to 
your comments about this and your inquiry? 

Secretary Geithner. I believe they share our concerns, and, as 
I said, the British, too, share our concerns. And the concerns that 
we shared and those that were in the public domain at that time 
were a sufficient basis for the CFTC to initiate this very far-reach- 
ing investigation. 

Mr. Gutierrez. I want to ask about the annual report, which I 
am sure you are dying to get to. So identified risks to the financial 
stability of the United States, promote market discipline by elimi- 
nating expectation of government bailout, respond to emerging 
threats to the U.S. financial system. Tell us how are you doing? 
How is the Council doing? You agree that those are your three 
major goals? Or how are you doing? 

Secretary Geithner. I would say it is a little early still. I will 
tell you what I think the main challenge is. We have a very com- 
plicated system of financial oversight, which involves a lot of dif- 
ferent agencies. They share a lot of responsibilities. And they are 
writing a set of rules that are very complicated by definition be- 
cause the problems are complicated, and we have a huge interest 
as a country in making sure they do that stuff carefully with all 
necessary speed, but do so in a way where they are not creating 
new opportunities, new gaps in the systems, new incentives for 
people to move risk to where the regulations are softer. And that 
is the challenge. Congress did not give the Council the authority 
to override the independent jurisdictional authority of those agen- 
cies. Those are proud agencies. 

Mr. Gutierrez. Can you give us examples of measures you have 
taken to protect and ensure that there aren’t any — maybe I asked 
the wrong question. 

Secretary Geithner. Oh, I am sorry. I think you have to step 
back and look at the scale of the changes that have been put in 
place in our system not just by the measures we took in the finan- 
cial emergency, but in the reforms that took place. 

Again, just to take two examples of that: $400 billion more cap- 
ital in finances today. We moved much more aggressively than any 
other country at any other time in modern financial regulations 
that I am aware of to force these banks to hold much more capital 
against the risks they were taking. 

Mr. Gutierrez. That is in direct response to actions that the 
Council recommended be taken? 
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Secretary Geithner. And to the authority we have in the law 
and, of course, what we did in the crisis. 

The derivatives, complicated challenges in derivatives. These 
agencies have made major, major progress in laying out a sweeping 
set of comprehensive reforms that bring more transparency to 
those markets and give them new tools to combat manipulation 
and abuse. 

The Consumer Financial Protection Bureau, apart from the en- 
forcement actions you have heard about in public, and apart from 
their new effort to bring supervision to nonbank entities in con- 
sumer finance so they are protected, too, they have taken very im- 
portant steps to make mortgages and credit card forms easier to 
understand so that individuals can compete for better terms and 
are much more aware of the risks in borrowing. 

I think those are the best examples. The FDIC has put in place 
a very innovative framework with a huge amount of global support 
to implement this important objective of the law to make sure that 
when firms make big mistakes, we put them out of their misery 
with no cost to the taxpayer, with as little damage as we can to 
the rest of the system. They deserve a huge amount of credit for 
a creative, very innovative framework using the authority that 
Congress gave them. 

Those things in bank capital, in derivatives oversight, in con- 
sumer protection, in what some people call bankruptcy for large 
dumb banks, those things are very consequential, important re- 
forms. 

We have a lot of work to do still, though. Housing finance sys- 
tem, a lot of work still to do in that context, a lot of rules still to 
be refined. 

Mr. Bold. The gentleman’s time has expired. 

The Chair recognizes the gentlewoman from Illinois, Mrs. 
Biggert, for 5 minutes. 

Mrs. Biggert. Thank you, Mr. Chairman, and thank you, Mr. 
Secretary, for being here. 

Which regulator dropped the ball with regard to AIG? Which reg- 
ulator was in charge of regulating AIG FP, which is the AIG divi- 
sion that engaged in the nonexistent risk management of its credit 
default swaps trading and led to its near collapse? Were State in- 
surance regulators in charge of that, or was it the Federal holding 
company regulator of the OTS? 

Secretary Geithner. I do not believe there was any competent 
authority that was responsible and accountable for the broad con- 
solidated entities of that very complicated global system. 

Now, you are right to say that the OTS did have some — some- 
what broader responsibilities alongside of the States, but I do not 
believe that their authority extended to the type of comprehensive 
oversight that obviously would have been — was necessary. 

Mrs. Biggert. Who is regulating AIG right now? Earlier this 
morning, the TARP Special Inspector General issued a pretty 
damning report about AIG oversight. SIGTARP found that for more 
than 2 years, AIG has had no consolidated banking regulator of its 
noninsurance financial business, and the OCC is now responsible 
for regulating the AIG Federal Savings Bank, but that is a tiny 
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piece of the AIG operation, according to SIGTARP, but not the rest 
of the company. 

The Federal Reserve did not regulate AIG before the bailout and 
has not regulated it since. But the Fed could take over if 
SIGTARP — according to SIGTARP, that it would be the savings 
and loan holding company, but they don’t think that is going to be 
in existence too long. I take that back — that the Treasury — until 
the Treasury holds less than 50 percent of the — of AIG, then maybe 
the Fed could take that over. 

But meanwhile, AIG is engaged in security lending and invest- 
ing, among other things, mortgage-backed securities. And this cred- 
it swap portfolio seeds $168 billion. So the proponents of Dodd- 
Frank say that the law was about ending “too-big-to-fail” and regu- 
lating the financial industry, that it has become too big. But yet 
after Dodd-Frank, there is no regulator for AIG. How is this pos- 
sible? 

Secretary Geithner. What Dodd-Frank did, and this was very 
important, was it gave the United States the authority to designate 
a nonbank financial institution that could cause systemic — could 
cause broader damage to the system, like AIG, to give the Council 
the authority to designate those firms and give the Fed the ability 
to provide that broad, comprehensive oversight you referred to. And 
with that authority, the Council and its agencies are now carefully 
examining which of the firms out there that present that potential 
risk need to be brought within these broader, tougher constraints 
on capital and leverage. And the Council is in the process of doing 
that. It designated 2 weeks ago a set of financial market utilities 
for the same reasons, and it is looking very, very carefully not just 
at AIG— 

Mrs. Biggert. But they really haven’t done anything about — 
there is no oversight. Who is in charge of regulating AIG right 
now? 

Secretary Geithner. What the Congress does is give the Council 
and ultimately the Fed, if the Council designates that firm, that 
authority. And we are moving to put that in place. 

Mrs. Biggert. But does that mean that there is no regulator 
right now? 

Secretary Geithner. Under the laws of the land, that is true. 
That is the way our system works. That is why in Dodd-Frank we 
asked for the authority to make sure that we could designate. And 
we are going to make sure we use that authority carefully, but we 
are moving carefully because, as you know, and many of your col- 
leagues referred to this, when you think about how to apply these 
rules to insurance companies, other types of institutions, you want 
to do it carefully. So we are moving carefully. But AIG is a dra- 
matically different entity than it was in 2007. 

Mrs. Biggert. Okay. But in addition, SIGTARP said there is no 
plan to wean AIG off of TARP. Could your team please submit the 
plan to SIGTARP and to Congress? 

Secretary Geithner. I am happy to brief you, but let me just say 
it briefly. We have — our remaining financial exposure to AIG of the 
taxpayer is in the form only of equity now. We have sold a large 
chunk of that. We plan to sell as much as we can as soon as we 
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can because we want nothing more than recovering that taxpayers’ 
money. 

But I would say, just to remind the committee that on current 
estimates — and this is a remarkable thing — the taxpayer will earn 
a substantial positive return on the full scope of tens of billions of 
dollars of exposure we took to AIG to protect the economy from its 
failures. 

Mrs. Biggert. Would you submit a plan? 

Mr. Bold. The gentlelady’s time has expired. If you can just get 
back in writing on any questions, that would be great. 

Secretary Geithner. Again, I am happy to respond and lay out 
our broad view of how we get out of our remaining exposure. 

Mr. Bold. The Chair recognizes the gentlelady from New York, 
Ms. Velazquez, for 5 minutes. 

Ms. Velazquez. Thank you, Mr. Chairman. 

And thank you. Secretary Geithner, for your service. 

Some stakeholders have found that the LIBOR manipulation en- 
riched the largest banks to the detriment of community and re- 
gional banks. As you know, community banks are a significant 
source of small business lending, and we have dealt with this issue 
since 2008, the lack of access to capital for small businesses, and 
as a result we passed the small business lending bill. Some firms 
have estimated that U.S. community banks sustained $448 million 
in damages for that year alone. 

My question to you is: How does an artificially low LIBOR rate 
hurt small banks that operate on slim profit margins and rely more 
on interest income than large banks? 

Secretary Geithner. That is an issue which a lot of people are 
taking a very careful look at. And it is a matter of litigation and 
ongoing review by the bunch of agencies that should be taking a 
look at it. And I think it will take a little time for them to give 
you a good answer to that basic question, but I am sure they would 
be happy to do that. 

Ms. Velazquez. Roughly $10 trillion in loans are indexed to 
LIBOR, affecting the cost of many financial products including 
mortgages and small business loans. What impact will the LIBOR 
scandal have on access to credit for small businesses? 

Secretary Geithner. I don’t think it will have any material im- 
pact on access to credit for small businesses. 

Ms. Velazquez. So, Mr. Secretary, how do we restore public con- 
fidence in the financial sector? 

Secretary Geithner. We do it by making sure we put in place 
tough rules. We give people the resources and authority necessary 
to enforce those rules, and where the responsible agencies find evi- 
dence of bad behavior, they should be punished for it. 

That is what it is going to take, and I would just say the obvious. 
We, as the financial market of the United States, and those institu- 
tions that dominate it, obviously have a long way to go in restoring 
the trust and confidence of the American people and their ability 
to protect consumers and manage the risks they face. 

Ms. Velazquez. Okay. Thank you, Mr. Chairman. 

Mr. Bold. The Chair recognizes the gentleman from California, 
Mr. Miller, for 5 minutes. 

Mr. Miller of California. Thank you. 
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Secretary Geithner, welcome. It is good to have you with us 
again. 

FSOC asked the Office of Financial Research to conduct a com- 
prehensive study on the asset management industry, analyzing the 
extent to which such firms might pose systemic risk, and we sent 
you a letter in mid-June, and you haven’t had time to respond to 
that, but I would like to ask some of the questions that we put to 
you in the letter. 

What process is the OFR using to receive formal input from the 
asset management industry and other groups, and when do you an- 
ticipate the OFR will conclude the study? 

Secretary Geithner. I don’t know where they are in the process. 
I know they are making a lot of progress on it, and it is an impor- 
tant thing to do, in part because the Council has to figure out what 
to do with their designation authority for that mix of institutions, 
if anything. And what they are doing right now is taking advan- 
tage of all of the public information available about the risks, in- 
struction in those institutions, what it means for the system, and 
they are going to be able to take advantage relatively quickly of the 
new disclosure requirements, reporting requirements, that the law 
passed in that context. 

But they are making progress, and I welcome your attention to 
it, and we would be happy to — 

Mr. Miller oe California. Maybe you can respond to it in a let- 
ter. We don’t have time today. 

Section 175 of Dodd-Frank requires the FSOC to confer with for- 
eign regulators regarding global SIFI regulations. And global SIFI 
regulations crafted without effective international coordination will 
likely increase costs, confusion, and complexity. Even worse, they 
may be contradictory or harmful to the purposes of systemic risk 
which you have to deal with. 

What are you doing to ensure that global SIFI oversight is co- 
ordinated with foreign regulators and does not become worse, con- 
tradictory to foreign regulations; and if there is not global coordina- 
tion, what impact could that have on the U.S. economy? 

Secretary Geithner. Briefly what this — what your colleague is 
referring to is the requirement that we have negotiated globally to 
put on the largest firms higher capital requirements against the 
risks they hold. So they are forced to hold more capital against risk 
than a smaller institution. That seems sensible and fair given the 
risk they pose to the system. 

Now, what we did is negotiate uniform rules. That is not enough, 
because you want to make sure they are enforced on a common 
basis, and that is a very challenging process to have a level playing 
field. So what the Fed is doing is trying to work out, with other 
supervisors and central banks, are ways to make sure that the 
rules are enforced in a consistent way. 

Mr. Miller of California. Are you applying that to foreign reg- 
ulators also? 

Secretary Geithner. Exactly, and they are part of that process, 
too, because, of course, everybody wants there to be a level playing 
field. 

Mr. Miller of California. If we don’t, it is going to be a det- 
riment to our economy. 
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Secretary Geithner. Exactly. Like in this area and many others, 
if you end up raising standards in the United States and leaving 
them lower and weaker outside the United States, then risks will 
just shift to those markets, and that will ultimately hurt us, too. 

Mr. Miller of California. Recent rulemakings by the Fed that 
apply to insurers include the Fed’s recently proposed capital stand- 
ards implementing the Basel III and Collins amendment. The big 
criticizers consider it to be bankcentric and unworkable. What ac- 
tions do you think the Fed potentially needs to take to ensure that 
they are treating insurers as insurers and not banks? 

That is a tremendous concern from the insurance industry today, 
that they are getting into an area the Feds were never authorized 
to get into. Yet, it looks like the way the language is coming out, 
it is going to splash over, and it should not. 

Secretary Geithner. I am aware of that concern, and what the 
Federal Reserve has said in response to that concern is that they 
recognize that if they were in a position where they had to apply 
these broad standards on capital and leverage to a financial insti- 
tution, that includes an insurance company, they would have to 
make some changes to it to recognize the specific differences in the 
insurance business from banking, and that makes sense. 

So they understand that, and they are taking a look, a careful 
look at it, and they have a team of people looking at how it would 
need to be adapted if in the end, as your colleague just referred, 
the Council decides to designate, for example, AIG, as just one ex- 
ample. 

Mr. Miller of California. I guess the question — if I can be di- 
rect, it will probably relieve a lot of concern by the industries — do 
you agree that capital standards need to be appropriately recog- 
nized, and the difference between banks and insurance companies 
absolutely needs to be defined where they don’t splash over and 
one encompasses the other? Because I have been meeting with 
more and more bankers and insurance companies, but the insur- 
ance sector is extremely concerned that this splash-over that they 
are seeing out there is going to have a hugely detrimental impact 
on their organizations, and they are absolutely unprepared for it. 

Secretary Geithner. I agree with you that they have to be 
adapted and modified, probably not just in the capital area, too, 
and I think the Fed shares that view, too. 

I am actually much more confident, though, that they are going 
to be able to — if they are faced with that need, that they are going 
to be able to do it in a way to mitigate those concerns. 

Mr. Miller of California. And you agree those concerns need 
to be mitigated? 

Secretary Geithner. Absolutely, and I think they can be. 

Mr. Miller of California. I would like to see that implemented 
beyond — I understand your statement, and I agree with that, but 
I would like to make sure that it is implemented. 

I yield back, thank you. 

Mr. Bold. The gentleman yields back. The gentleman from 
North Carolina, Mr. Watt, is recognized for 5 minutes. 

Mr. Watt. Thank you, Mr. Chairman, and I thank the Secretary 
for being here. 
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Mr. Secretary you have gotten a lot of questions about LIBOR, 
and I think that is important because it obviously affects rates at 
which individuals are able to get loans, so I don’t want to minimize 
the importance of it. But I don’t want to dwell on that. I actually 
want to deal with two other things that are significantly important 
in my community, one of which you referenced on page 4 of your 
testimony where you said the Council recommends a set of reforms 
to address structural vulnerabilities, particularly in wholesale 
short-term funding markets, such as money market funds. 

A lot of my constituents have funds invested in money market 
funds, so I am wondering if you would just send me or tell me 
where I can access what these recommended reforms are so that 
we can take a closer look at them. I won’t dwell on that either, but 
that is important also. 

What I do want to dwell on is automobile dealerships because 
the Special Inspector General for the Troubled Asset Relief Pro- 
gram came out with a report. I understand that you all are dis- 
puting some of the conclusions that they reached, but the facts are 
hard to dispute, and those facts suggest that by June 10, 2009, 
Chrysler had terminated 789 dealerships, and General Motors had 
wound down 1,454 dealerships. 

That has a significant impact in all of our congressional districts. 
I want to approach it from the minority perspective, because the 
statistics indicate that the number of ethnic minority dealers was 
disproportionate in the number who were terminated, and that Af- 
rican-American-owned automobile dealers were hit the hardest 
with a decline of 50 percent, from 523 dealerships owned to 261. 
A number of those were in my congressional district. When I was 
practicing law 20 years ago, I had five African-American-owned 
dealerships in my congressional district that I represented. They 
don’t exist anymore. 

So my question to you is what leverage, if any, do we still have 
with these automobile companies to leverage them into being more 
aggressive in rebuilding those minority-owned — or at least in the 
new dealerships that are being opened, giving some preference, as 
they had been historically, to minority dealerships? 

Secretary Geithner. I would be happy to think about that ques- 
tion more and come back to you on it, and I understand your con- 
cern with it. I would say that we have been, and the President has 
been very clear that even though as part of our effort to save this 
industry in the crisis, we ended up owning, and still own GM, so 
a significant amount of common equity, we have been very careful 
not to get in the business of running those institutions. 

Mr. Watt. I understand that. I am not criticizing. I think it was 
wonderful that we bailed out the automobile industry. We wouldn’t 
have a domestic industry if we had not done that, in my opinion. 
So I am not questioning that. 

The Inspector General says the government has had quite a role 
in pushing the termination of these things. I guess what I am ask- 
ing for is you to give some thought to how we can now go back and 
help to restore. And we can talk more offline. I think my — I have 
10 seconds left in this 5-minute interval here. 

So we can talk more. I just want your commitment to brainstorm 
with us about how we might be able to address this problem. 
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Secretary Geithner. You have my commitment. 

Mr. Watt. I yield back. 

Mr. Bold. I thank the gentleman. 

The Chair recognizes the gentleman from New Jersey, Mr. Gar- 
rett, for 5 minutes. 

Mr. Garrett. And I thank you, Mr. Chairman and Mr. Sec- 
retary. 

Mr. Secretary, I hear all of the whispers on the LIBOR situation. 
You really can’t have your cake and eat it, too. You have been be- 
fore this committee countless times since 2008, and if this is the 
crime of the century, as so many people are reporting it to be, 
never once did you ever come and mention it as being a problem. 
Never once did you come here and say this is what you are going 
to do about it. Never once did you say these are the new regula- 
tions that you would propose for Congress to take. 

You worked with this Administration during the last Administra- 
tion with the ranking member trying to pass a 2,300-page Dodd- 
Frank piece of legislation. Never once during that entire discussion 
did you say this was a huge problem or a medium-sized problem, 
and we think this should be included in there. You never did that 
during the last 4 years, and now it comes out that this is the crime 
of the century, and something needs to be done about it. 

Chairman Bachus raised the issue and asked, why did you, 
knowing these problems, knowing the falsifications, go on working 
with the Fed, and set up these bailout programs with the AIC situ- 
ation, where the — where you use LIBOR in there, and work with 
the benchmark in TALF? 

In essence, what your answer in all of those areas is, we are just 
like every — what did you say exactly? We did what investors did 
elsewhere. We are just like investors around the world. 

Mr. Secretary, you are not like investors around the world. You 
are the Secretary of the Treasury of the United States of America. 
You had the authority for 4 years to come to us, lay out the prob- 
lem, and lay out the solutions. And for 4 years, you didn’t do any- 
thing about it. 

Now, the banks may have made problems, and I am not defend- 
ing them for 1 minute, but we are looking to the Secretary of the 
Treasury not to come in after the fact and do what every other reg- 
ulator has done, and that is to point the finger at someone else. 

You also said, when people do wrong things, they should be pun- 
ished. In the private sector, that occurred. If a private bank did 
something wrong, they have been punished in this situation to the 
tune of hundreds of millions of dollars. Someone lost their job be- 
cause of this. When is something going to happen with the regu- 
lators who did something wrong here? When is something going to 
happen to the regulators who didn’t catch this, didn’t do anything 
about it, didn’t change regulations, didn’t tell anybody in Congress. 
Will they be fined? Will any regulator from the top down lose their 
job, Mr. Secretary? 

Secretary Geithner. Congressman, in my judgment the regu- 
lators did the necessary, appropriate thing in this context, and they 
started that process very early. 

Mr. Garrett. You told Congress about this? 
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Secretary Geithner. No, well, let me explain what we did. 
Again, what we did — and, again, these concerns were in the public 
domain, a matter of public record. 

Mr. Garrett. Okay. I understand. 

Secretary Geithner. No, that is not what I am saying. I am say- 
ing that we did not take full responsibility for this having looked 
into these concerns and believed they were a problem, we took the 
initiative to brief the broader regulatory community, so they had 
that information even though it was in the press, and we pushed 
the British to resolve it. We did that very early. We did that very, 
very quickly. 

Mr. Garrett. Did the regulators implement any changes on the 
banks in this country with regard to their reporting this informa- 
tion, or their divisions, between their trading and their reporting 
information, did the banks take any action to make sure that this 
information, when you set up these new programs, that you were 
guaranteed, that you were assured that now the problem has been 
solved? 

Secretary Geithner. Again, the two things that happened — and 
as I said in my other remarks, there is going to be more that is 
going to have to happen — is the British set in motion a set of re- 
forms. 

Mr. Garrett. I am not asking about the British. 

Secretary Geithner. I am coming to that. 

And the CFTC initiated at that time a very far-reaching, con- 
fidential investigation that ultimately included the SEC and Jus- 
tice, and as you have seen, it resulted in a very tough, appro- 
priately tough, enforcement action. That is the way our system 
works, and that is the way it should work. 

Mr. Garrett. By the way, that is the same Justice Department 
that the chairman asked you whether you notified, and you indi- 
cated that they were not at the table, so you did not notify them. 

I am just taken aback by the fact that there is always so much 
finger pointing by the regulators after the fact. 

But let me now just turn to what you are here for today, and 
that is the nonbank SIFI designation. So we have the SIFI designa- 
tion with regard to the banks. What are we seeing as the result? 
So we have the — those with over $50 billion of assets have been 
designated “too-big-to-fail.” We have seen a doubling down in size 
of this, the consolidation of the industry. Why does that occur? Be- 
cause they know with the designation of “too-big-to-fail,” they are 
going to find their funds are cheaper. There is going to be consoli- 
dation in the industry. Why in the world would we want to extend 
this consolidation, this problem, to the nonfinancial sector? 

And I will just close with this: I think it is the wrong way to go. 
I will be dropping legislation in to try to prevent this. There is no 
reason to look at asset management firms, insurance companies, fi- 
nance companies and designate them as “too-big-to-fail” and spread 
the problem that we have in the banking sector over to this sector, 
and allow them to get cheaper funding because of this, allow them 
to swallow up their lesser entities. Why would you want to do that? 

Secretary Geithner. We have no intention of doing that. The law 
does not allow us to do that, and we would not want to do that for 
the reasons you said. And I don’t think you are — I respect your con- 
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cerns, but I don’t think you are right to believe that designation 
itself will confer a financial advantage, and let me just explain 
why. The purpose of this authority is to make sure that institutions 
that could threaten the broader economy are required to hold cap- 
ital against risk, and hold more capital against risk than other in- 
stitutions than the market would force them to hold. 

I think if you listen carefully, if you look carefully at the markets 
now — there is a debate about this right now — you will find it hard 
to justify the view that designation is something firms would wel- 
come, that it will come with an advantage. In fact, many of your 
colleagues are spending a lot of time trying to prevent us from des- 
ignating firms because they are worried it will come with con- 
straints that will be tough on them. 

But I understand your concern, respect your views on it, and we 
can debate this a long time. I am sure we will in the future. 

Mr. Garrett. I yield back the balance of my time. 

Mr. Bold. Thank you. 

The Chair recognizes the gentleman from California, Mr. Sher- 
man, for 5 minutes. 

Mr. Sherman. I am trying to understand what is going on here. 
British banks lied to the British Bankers’ Association. The Bank of 
England and other British regulators screwed up and didn’t catch 
them even though they got extraordinary outside help from an 
ocean away. And so since the British, some British bankers, lied 
and some British regulators screwed up, the solution is obvious: We 
have to blame America. In particular, we have to find some Amer- 
ican we can blame, preferably one of the opposite political party. 

I, for one, am not part of the “blame America first” crowd. What 
happened in London has caused an awful lot of private contracts, 
mortgage — adjustable-rate mortgages, et cetera, to be off by per- 
haps a half a dozen or a dozen basis points. That is not a huge out- 
come for any one individual consumer, and in many cases the con- 
sumer benefited. And some consumers and ordinary investors were 
hurt. 

But today we have attorneys, American attorneys, who have 
forms. They have mortgage forms, they have contracts, and they 
have all got plugged in there LIBOR, one or another kind of 
LIBOR. And it is natural for them to want to have a dollar-denomi- 
nated, interest-rate-sensitive adjustment mechanism in their con- 
tracts, but I think now most of them would prefer to have one that 
is not a result of a few private actors acting privately. They would 
prefer to have a government-released rate, or maybe one that is 
tied to a public market, auction market, that is so broad that it 
can’t be manipulated. 

A few in my own party have suggested that I return to the prac- 
tice of law, and therefore, when I get — go back to my old forms, and 
they say “LIBOR,” what alternative benchmarks are available? 

Secretary Geithner. We are, and everybody else is, taking a 
very good look at just that question, and there are lots of potential 
alternatives to this. The challenge, though, is not finding a rate 
that captures the government’s cost of funds; the challenge is try- 
ing to figure out what is the way to capture the credit risk and ex- 
posure to a bank. 
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The right people are taking a look at just that question, and they 
are going to do it carefully and look at all of the alternatives, and 
they will brief us and brief you as they go through that process. 

Mr. Sherman. I would hope very much — one of the things they 
like the Federal Government to do is weights and measure, and it 
would be great if you could release this. And there are going to be 
court cases where people go in and seek modification of contracts, 
prospectively or retroactively, and it would be great if judges can 
turn to the Secretary of the Treasury and say, when the parties 
agreed to LIBOR, they didn’t agree to something private and sub- 
ject to manipulation. And the thing that isn’t subject to manipula- 
tion, that is closest is a report that I look forward to getting from 
your Department. 

In your opening statement you said, as we move forward, we 
must take care not to undermine the housing market, which is 
showing signs of recovery, but is still weak in many areas. A few 
have suggested that one of the great things we could do for the 
Federal Treasury is to eliminate the home mortgage deduction and 
eliminate the property tax deduction. That would no doubt drive 
housing prices down, and I wonder whether a decline in housing 
prices would be bad for the economy, bad for the deficit, but par- 
ticularly bad given the fact that today we are not just a govern- 
ment. You happen to own a couple of large companies, Fannie Mae 
and Freddie Mac, and obviously, if home prices go down, fore- 
closures go up, and the loss on each foreclosure goes up. 

So obviously, home mortgage, losing the home mortgage deduc- 
tion would bring in some money, but what effect would it have on 
the Federal Government through its effect on the economy, and 
Fannie and Freddie? 

Secretary Geithner. I think you were right in describing the ef- 
fect, and I think that it is important to remind people that we have 
a very long way to go to repair the remaining damage in the hous- 
ing market. And I think our overwhelming obligation now still is 
to be doing everything we can to give people a chance who can af- 
ford to, to just stay in their homes, transition to other types of 
housing opportunities, take advantage of short sales, and repair 
and heal the terrible damage still out there. 

That has to be our overwhelming responsibility still, and we are 
going to continue to use all of the authority we have, but also to 
encourage Congress, like we have, in considering legislation to 
make it easier to refinance if you are underwater, do things which 
would help our broader objective. We need to be very sensitive to 
it still. And, of course, as we do those things, we want to make sure 
we are not making the long-term problems worse for the country 
and the taxpayer, and we will be very attentive to that, too. 

Mr. Sherman. Thank you. 

Mr. Bold. The Chair recognizes the gentleman from Texas, Mr. 
Neugebauer, for 5 minutes. 

Mr. Neugebauer. Thank you, Mr. Chairman. 

Mr. Secretary, it is good to have you back. 

Mr. Secretary, I want to go back to April of 2008, and I think 
that is when you were President of the Federal Reserve Bank in 
New York, you first addressed or started addressing the issue of 
LIBOR. Now, were you aware in the fall of 2007 that some infer- 
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mal emails were coming into the New York Fed saying that there 
was something up with LIBOR? 

Secretary Geithner. Congressman, I do not believe that I was 
aware of those specific concerns before that period, roughly in the 
spring of 2008. But in response to your request and others, the 
New York Fed, my colleagues are going back and looking at the full 
range of things available, and we will share that with you, make 
sure you have that. 

Mr. Neugebauer. And I was looking at your response back to 
the Bank of England about this disclosure, and basically I thought 
what you made in I think it was five or six bullet points there, 
some structural recommendations of how maybe LIBOR could be 
more reflective. 

But here is my issue with that. If they were having structural 
problems, I thought your email was appropriate. But what was 
being disclosed here was fraud, that this rate was being manipu- 
lated. Mr. Dzivi, who is the — I guess he was the Special Counsel 
for the Federal Financial Crisis Inquiry Commission — said the reg- 
ulator has an obligation to make a criminal referral if he suspects 
a crime may have occurred, and how manipulating LIBOR didn’t 
rise to that level is a little puzzling to him, and it is a little puz- 
zling to me. 

Secretary Geithner. I think you should think about — I thought 
about this in two different ways. One is you had a rate set in Lon- 
don overseen by the British Bankers’ Association, which, because 
of its design, created not just the incentive to underreport, but the 
opportunity to do that. 

That was a problem for a lot of different reasons, including the 
opportunity it created for fraud and manipulation, not just under- 
reporting. So it was very important that there be an effort to fix 
those problems in the rate, and, of course, our first instinct, as you 
might expect, at that point was to go to the British, and they said, 
we agree with you. We are on it. 

Now, we didn’t know whether that was going to be sufficient or 
not, so we also did, I think, the appropriate thing. Again, we did 
it at an early stage, even though these concerns were in the press. 
And we went and briefed the relevant authorities with enforcement 
authority and responsibility for fraud and manipulation so that 
they would have the ability to choose whether to act on those con- 
cerns. And we thought the combination of the concerns in the pub- 
lic domain and the efforts we took directly with them provided 
more than enough basis for action. So not just reform the structure 
of the rate, but to pursue the behavior that was obviously so con- 
sequential. 

Mr. Neugebauer. I talked to Mr. Gensler, and he said really 
where they got their information to proceed was not from the New 
York Fed, but basically from The Wall Street Journal article that 
prompted them to open up an enforcement action. 

But, it wasn’t just a British problem. You know well, and you 
have been involved in the financial markets for a very long time. 
You are very knowledgeable. You had to know that manipulating 
LIBOR wasn’t a small impact. There were people on the buy side 
and the sell side. Some people benefited, but some people were los- 
ers because of that. And a lot of financial transactions, as one of 
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my colleagues mentions, are tied to that and indexed off of that. 
And the outcome of that transaction is based on that. So, there are 
domestic U.S. banks that are a part of that. 

Secretary Geithner. Absolutely, I agree with you. This rate had 
implications for not just the United States, but for financial mar- 
kets around the world and currencies. 

Mr. Neugebauer. The world. 

Secretary Geithner. And that is why we did what we did. We 
did not view this as something that was some small, life-related 
problem with the impact limited to London in that context, and you 
are exactly right. 

So, again, what we did was try to push them to fix it, reform it — 
“fix” is a bad word in this context — and to make sure that the U.S. 
enforcement agencies and authorities were able to focus on — 

Mr. Neugebauer. I am going to interrupt you there just a 
minute, because — after the June memo, did you ever follow up and 
say, hey, what have you guys done since our last conversation or 
our last memo? 

Secretary Geithner. We did, and my colleagues did. And the 
British Bankers’ Association at three separate points, I think, after 
we acted in this context announced some changes to that process. 
But obviously, we don’t think they went far enough. 

Mr. Bold. The gentleman’s time has expired. 

The Chair recognizes the gentleman from New York, Mr. Meeks, 
for 5 minutes. 

Mr. Meeks. Thank you, Mr. Chairman. 

Mr. Secretary, I want to go back to something in the area of 
what Mr. Sherman was talking about. I understand and agree that 
LIBOR is very important, but what I have found to be a continuing 
divide between — is Wall Street and Main Street. And you touched 
on it previously, in answer to Mr. Sherman’s question, that there 
is a lot to be done for those individuals who are underwater in 
mortgages and that whole area. 

I believe we did the right thing when we did TARP, but there 
are a lot of questions now with reference to — and here is what 
Main Street says: “Well, we helped out others; what happens to 
me? Why can’t we get a hand up on this stuff?” 

Recently, I saw in the New York Times there was some, I think, 
out-of-the-box type of proposals, one of which where governments 
have used the legal doctrine of eminent domain. And people look 
at it generally in real estate or in property, but using eminent do- 
main to purchase underwater mortgages at a fair-market value, 
then work with private investors to reissue new mortgages with 
smaller balances to homeowners. In so doing, homeowners would 
no longer be underwater and would be able to repair their credit 
rating so that they would not be — not likely default, and thus new 
investors would be repaid, and the taxpayers won’t be involved. 
There won’t be anything added to the budget. 

So my first question is, to me, that sounded like somewhat out- 
of-the-box thinking. Have you, or the Administration or Treasury 
thought about — what do you think about that kind of proposal? 
And if you are not thinking about this in particular, what kind of 
out-of-the-box thoughts do you have to help homeowners? 
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Secretary Geithner. We are carefully looking at exactly that 
proposal. It raises a lot of complicated legal and policy questions, 
but we have to look at those carefully in this context. 

I do think it is important to recognize that there is a broad range 
of other tools available for States, probably because we have helped 
them by providing them money through the Hardest Hit Fund, 
available to the GSEs themselves, Fannie and Freddie, within ex- 
isting authority, to provide principal reduction to homeowners who 
are deeply underwater, but can afford to make payments if their 
mortgages are modified in that context. 

We have been very supportive of those programs and the pro- 
grams we administer under HAMP, and we have encouraged the 
other agencies to take advantage of those things, and we are going 
to continue to do that. But we will carefully look at those proposals 
and look at all of their implications. 

Mr. Meeks. Because clearly, and you mentioned HAMP, which 
has been a good program, but too many people have not been able 
to take advantage of it. And, too many are still suffering. And part 
of that same piece. Wall Street, Main Street, is banks lending 
money. 

There was another article that was in The Wall Street Journal, 
I think it was by Alan Blinder, where he was talking about an ef- 
fort to get banks to lend money again. And he talked about the cen- 
tral banks in Europe cutting their interest they pay on excess re- 
serves to zero; that the Danish cut it to a negative 0.2 percent, 
meaning banks have to pay the central bank to keep reserves with 
them; and that this was a powerful incentive to either lend or — 
have the bank to either lend money or put money into the markets. 

Now, you work closely with the Federal Reserve. Do you think 
a policy or something like that would be beneficial if it was imple- 
mented here, and would it help our economy? 

Secretary Geithner. Congressman, I want to be very careful not 
to comment on the authorities the Fed has or how to use them just 
in respect of the independence of the Fed. But I will tell you my 
general view on this. The economy is not growing fast enough. Un- 
employment is very high. There is a huge amount of damage left 
in the housing market. Americans are still living with the scars of 
this crisis. 

The institutions with authority should be doing everything they 
can to try to make economic growth stronger. That is an obligation 
we all share. Congress, under the Constitution, has the authority 
for the most powerful tools we have available to help economic 
growth. We would like Congress to use those tools now in this con- 
text. And, again, we will keep supporting anything practical, sen- 
sible that would make growth stronger; help get more people back 
to work; help make credit more available to people, not just to buy 
a home or to refinance a mortgage, but to make sure businesses 
can expand to meet growing demand for their products. 

We made a lot of progress doing that. Lending to small busi- 
nesses is growing. Lending to the overall economy is growing. It is 
shrinking in Europe still. It is growing in the United States be- 
cause of the things we did. But we have a lot of work to do, and 
I think that given the damage remaining from this crisis, the obli- 



37 


gation we all share still would be to do as much as we can to make 
sure we are getting growth stronger. 

Mr. Bold. The gentleman’s time has expired. 

The Chair recognizes the gentleman from North Carolina, Mr. 
McHenry, for 5 minutes. 

Mr. McHenry. Thank you, Mr. Chairman. 

Mr. Secretary, thanks for being here today. 

Just to note for the record, about Vice Chairman Hensarling’s 
and Congressman Garrett’s line of questioning about the LIBOR 
issue, it was about 3 months later that — after you, the LIBOR 
issue came to note, and you shared this information that you 
agreed to the AIG credit line that was tied to LIBOR. I just want 
to note that for the record. The taxpayers are on the hook for that, 
$85 billion. 

So, Mr. Secretary, the unresolved eurozone debt crisis obviously 
had a severe consequence for the global economy. Do you agree? 

Secretary Geithner. Oh, absolutely. 

Mr. McHenry. That has an impact on the American economy; 
does it not? 

Secretary Geithner. It has already had a significant impact in 
slowing growth here and around the world, yes. 

Mr. McHenry. A significant impact. 

Secretary Geithner. Yes. 

Mr. McHenry. So in the FSOC report you say concerning the 
Spanish fiscal performance — concerns about the Spanish fiscal per- 
formance have persisted, fueling doubts about the prudence of ad- 
hering to strict budget targets amid deepening recession. And as a 
result, euro area finance ministers agreed to a relaxation of Spain’s 
fiscal targets and assistance to recapitalize its troubled banking 
sector. Market reacted adversely to this. 

It seems to me that Spain is proof positive that relaxing fiscal 
targets and spending more money just doesn’t work. So would 
Spain be better off had they maintained or adhered to more austere 
fiscal targets? 

Secretary Geithner. My own view is that the actions the Span- 
ish Government is taking and the strategy that the Europeans sup- 
port in that context is moving in the right direction. Let me just 
explain why. You are right to remind us all that if you have 
unsustainable deficits over time, and you leave them unaddressed, 
it is going to hurt you economically, absolutely. We agree with that. 
But when you are in recession, as Europe is, or even if you are in 
a period where growth is still slow, you want to be very careful 
that when you are putting in place reforms to address those long- 
term questions of sustainability, you do so where they are phased 
in gradually over time, and they aren’t making the growth chal- 
lenges worse. 

Mr. McHenry. Sure. 

Secretary Geithner. The balance is going to differ across coun- 
tries. What is appropriate for Spain now would be very different 
than what is appropriate for Italy, and certainly no comparison to 
what is appropriate for us. 

Mr. McHenry. Do you believe that the issues in the eurozone are 
going to get worse before they get better? 
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Secretary Geithner. It depends on the choices they make going 
forward. Again, they are doing a set of important, necessary, tough 
things on the reform side to make their economies work better, 
more competitive, but also to make sure that the institutions of Eu- 
rope over time create better fiscal disciplines and better manage- 
ment of their financial systems, which got very big and very risky, 
very leveraged. But in the near term, they are going to have to do 
more to make sure there is confidence in their markets and bank- 
ing systems, and those countries that are doing these right things 
face lower borrowing rates. 

Mr. McHenry. Of note, though, of interest, which is there might 
be a parallel, there may not be, but U.S. public debt as a percent- 
age of the GDP is greater than it was in Spain, when their 10-year 
Spanish sovereign jacked up to 7 percent when all of this action 
took place. 

So do you think that the market is already discounting sort of 
the adverse consequences of the eurozone crisis on the world econ- 
omy? 

Secretary Geithner. There is no way to know that. You just 
can’t tell. You know what markets do, and you know markets get 
things wrong. 

Mr. McHenry. You only can tell in looking back, right? 

Secretary Geithner. And even then you can’t really tell. What 
you can tell is the market every day is making a new assessment 
about whether the European leaders are going to do enough to hold 
it together. They have committed to do that. They have said that 
is their intention, their plans. They have the ability to do that, 
but — 

Mr. McHenry. But my question to you with the time remaining 
is what is the Obama Administration’s plan that you are putting 
forward for the eurozone debt crisis? I know there have been nu- 
merous summits. You are frequently there. You are spending a sig- 
nificant amount of time on a significant problem; are you not? 

Secretary Geithner. I am. 

Mr. McHenry. Okay. So do you have any plans, like a Bretton 
Woods-style large action by the world to take on this issue? What 
is the Obama Administration’s plan? You said it has a significant 
impact on our economy. What is the significant plan you are put- 
ting forward to take on and to actually show some leadership on 
this? 

Secretary Geithner. As you know, and as the European leaders 
have said in public, we have played a very active role in encour- 
aging them to move much more aggressively to contain the damage 
from this crisis. And we have been careful to help where we had 
the ability to help in that context, mitigate the pressure on us, we 
have done that. The Fed swap lines are one example of that. We 
have also been very supportive of the IMF in some circumstances 
coming in, and on tough conditions for reform, providing some as- 
sistance in that context, and we will continue to do that. 

But fundamentally this is — the solutions to this problem are 
going to have to come from the Europeans. They are the ones who 
are going to have to finance it. They are the ones who are going 
to have to agree on it. It has to fit with their politics and their eco- 
nomics. 
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We can’t want this more than them. What we can do is what we 
are doing was try to put — pressure is the wrong word — to put — I 
will use it — to put as much pressure as we can on them to move 
more quickly and credibly to address this because of the implica- 
tions for us. 

Mr. Bold. The gentleman’s time has expired. 

The Chair recognizes the gentleman from Massachusetts, Mr. 
Capuano, for 5 minutes. 

Mr. Capuano. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary, for being here. 

Mr. Secretary, we have heard a lot of people now who obviously 
think — some people think you didn’t do enough in 2008, and that 
is great. But it kind of strikes me that these are the very same peo- 
ple who thought you were doing too much probably most of the 
time. They don’t like any regulation. They are currently undercut- 
ting and defunding the SEC and the CFTC and others who do reg- 
ulation. They argue against every regulation on everything, no 
matter what it is, particularly in the financial services industry, 
and they learned nothing from 2008. 

Do you think that is really the best way to move forward? What 
would you say to people who say that now that — we are not happy 
with what you didn’t do before, but now we don’t like what you are 
doing now? 

Secretary Geithner. I don’t know what to say to them except to 
say, as you did, that we have had compelling, overwhelmingly com- 
pelling evidence in the financial crisis of the damage you can do to 
the average American when you allow a system to outgrow any 
sensible set of protections and safeguards for consumers, et cetera, 
and that is what happened to our country. And the responsibility 
of this body and of the Executive Branch is to make sure we put 
reforms in place that prevent that from happening, and that is 
what we are working so very hard to do. 

And as you said, we are facing enormous opposition to doing 
that, and we are going to work against that because we are going 
to make sure these reforms are tough. But, again, you need to not 
just have good design, tougher rules and protections; you need to 
have agencies — 

Mr. Capuano. Do you think the word “hypocritical” might be ap- 
propriate here? 

Secretary Geithner. I would leave that to others to say. But, 
again, as I said in my opening statement, we need the support of 
this committee and this Congress to put these rules in place and 
to make sure these agencies have the resources they need to en- 
force them. 

Mr. Capuano. On another matter, Mr. Secretary, I am just curi- 
ous, do you agree with Moody’s comments that they made on June 
21st of this year when they downgraded 15 financial institutions? 
On page 14, and this is a direct quote from the page, “We believe 
the FDIC — and I assume they mean others — remains committed to 
achieving the goals set out in Title II of Dodd-Frank, including end- 
ing bailouts of too-big-to-fail institutions.” 

Do you agree with the Moody’s assessment? 

Secretary Geithner. I will say it this way. I try to never com- 
ment on those reports, for obvious reasons. But what they point 
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out, as your colleagues have done today, is to remind people that 
under these reforms. Congress has limited very significantly the 
ability of the Government of the United States to in the future 
come in and protect an institution from its failures. 

And for that reason, if you look at the financial markets today, 
there is much less confidence in markets — and this is a good thing, 
fundamentally — that Congress or the Administration in the future 
would come in and protect them from their mistakes. And that is 
a good thing, and you are right to highlight it. 

Mr. Capuano. It also strikes me, on another matter, that some 
of the very same people who voted to repeal the Glass-Steagall Act 
are also the ones complaining that some banks are getting bigger 
today. I happen to agree with them; I voted against that repeal. 
And I wish they had voted against that repeal, as well, but they 
didn’t. 

Obviously, the LIBOR matter can’t be ignored today, and I don’t 
intend to ignore it. But I am not interested in rehashing history be- 
cause that will come out over the next several months as to what 
was done and what wasn’t. This isn’t the place for it. 

But, nonetheless, I will tell you that since we passed Dodd- 
Frank, in just the last year or so, we have had the MF Global 
issue, we have had Capital One having a significant fine, and now 
we have seen Barclays has agreed to a $450 million fine. All those 
numbers are big, but $450 million to Barclays is about 1 percent 
of their annual revenue. So it is interesting, it is a good number, 
but it is not the kind of number that is going to change anything. 

And yet, on page 9 of the executive summary of FSOC’s report, 
you, I think quite properly — or the drafters quite properly point 
out, “The vulnerabilities in the financial system can be grouped 
into three broad classes.” They do one and two. The third class 
states, “and behavioral vulnerabilities, the incentives to take too 
much risk.” I understand you are working on that, and we will con- 
tinue to do that. But, obviously, those are not in place yet; other- 
wise, these instances wouldn’t have happened. They took too much 
risk — maybe a different type of risk, the risk of manipulating a 
market. 

But I would ask a simple question. I know this is not your place, 
as the Secretary of the Treasury. But as a member of FSOC, more 
importantly, do you think it would be appropriate for FSOC to stay 
in touch or be in touch with the Justice Department to inform 
them — and I guess I would first ask you the question, do you think 
the markets would be well-served if individuals were held liable for 
criminal activity, if there is criminal activity here? 

Now, certainly, Barclays and the Justice Department have indi- 
cated that there might be criminal activity in this LIBOR situation. 
Many of us think so. But if people are doing something wrong, at 
some point, some individual has to be held responsible. At least, 
that is my opinion, and I guess I would like to hear your opinion 
on the matter. 

Secretary Geithner. I want to be careful not to respond directly 
to the question you raised about these enforcement actions, but I 
will say the following: It is very important to this country that we 
have in place a very tough enforcement regime so that people who 
violate the law are held accountable for their actions, so that they 



41 


are not just held accountable but that we are deterring others from 
engaging in that behavior. 

We have a huge interest as a country in trying to restore a suffi- 
ciently powerful enforcement mechanism. And part of that is good 
rules against manipulation and abuse, but a big part of it is to 
make sure that there are adequate resources available to enforce- 
ment agencies. If we starve them of resources, they will not be able 
to do an adequate job of protecting investors and consumers in this 
context. 

So I am very supportive of that basic imperative, and we are 
going to keep working very hard to meet that test. 

Mr. Capuano. Thank you, Mr. Secretary. 

Mr. Bold. The gentleman’s time has expired. 

The Chair recognizes the gentleman from New Mexico, Mr. 
Pearce, for 5 minutes. 

Mr. Pearce. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary, for being here. 

As you respond to Ms. Maloney on the questions about the sepa- 
ration of the investment banks from the independent community 
bankers, I would like to be included in that written response. 

I have to say that you have an impressive resume: Dartmouth, 
Johns Hopkins, started young in the Department of the Treasury, 
worked for five Secretaries of the Treasury, Chairman of the New 
York Fed, Secretary of the Treasury. Notwithstanding one of my 
friends on the other side of the aisle trying to make you sound like 
a choir boy in the room with these terrible Bush appointees who 
were kind of overwhelming you, you have a really strong resume 
and you have accomplished a lot. 

I think you recognize there are critics who said you didn’t have 
enough experience when you went with the New York Fed. There 
are critics who — ^you all said that — I think the estimation is that 
you worked with the Bush Administration, Mr. Paulson, to mini- 
mize the effects in 2008. And there are people who strongly ques- 
tion whether or not the actions actually did that or they didn’t. And 
so, we can accept the fact that there are discussions. 

I don’t know fancy policy. I am just a Congressman from New 
Mexico. We don’t have big banking institutions. I am not going to 
sit here and dazzle you with some question that is going to reorient 
your thinking about the country. But I have an obligation to those 
people who elected me to represent them. 

Now, the whole idea the Administration came in with was a defi- 
nite change for the country, and it was pitched that this is the hope 
for the future. And we have sustained 8 percent unemployment, we 
have financial difficulties that are erupting everywhere, you have 
pension systems that are going to fall trillions of dollars short that 
is going to make the debt in Europe look small. 

And it looks like you are not going to stay. If you don’t believe 
in the pathway that you have laid out — I am just going by what 
our friends on the other side of the aisle said, that this is probably 
the last time. I don’t know, I haven’t read any reports, I am not 
on the inside of that room. 

So if you are going to go, or even if you stay, why should the peo- 
ple of New Mexico, who are all 99 percent — I doubt we have any 
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of the 1 percenters in New Mexico — why should they believe and 
trust you or the policies that you have set in place? 

Secretary Geithner. Let me just say a few things in response to 
that. 

I believe very strongly that this country, this economy, is in a 
much stronger place than it was when the President took office. I 
think by every measure, we are in a dramatically stronger place 
and a much better position to deal with the many challenges still 
ahead of us. And we face many challenges still, not just on our fis- 
cal deficits and the remaining problems people face getting a job 
or keeping a home. 

I also believe that the policies we have laid out, have put before 
the Congress, are the best way to make the country stronger, not 
just to go back to living within our means, but to make sure we 
are protecting the safety net for Americans and that we are making 
the economy more competitive in the future in that context. So I 
am strongly committed to those things. 

Now, you are right that, like you, I am in public office. I have 
the privilege, in that context, of making lots of decisions. Those de- 
cisions are going to be controversial decisions. I have taken a lot 
of criticism for judgments I have had to make from both sides. All 
I can do and what is my responsibility is to do what I think is in 
the public interest and to help the President deal with the prob- 
lems facing the country. 

Those judgments are going to be viewed by everybody, looked at, 
appropriately. And I fully respect the process of oversight you guys 
undertake in this context. It is the right thing to do, and you guys 
should do that process. But all I can do is make sure I am doing 
things that I think are in the public interest. 

Mr. Pearce. Okay, I appreciate that. 

On page 4, the FSOC report talks about the fact that budgetary 
trims are unsustainable. In your written testimony, you talk about 
the fact that the budgets are being cut, that government spending 
is being cut, which is causing a weakness of the economy. 

So when the report talks about how the budget trims are 
unsustainable, is that talking about the debt and the deficits, or is 
that talking about the cutting and spending that is occurring, in 
your opinion? 

Secretary Geithner. It is true that government spending is fall- 
ing across the American economy, and that is making growth 
weaker than it would otherwise be. It is also true, of course, that 
our long-term deficits are unsustainable, and it would be good for 
the country for Congress to enact — 

Mr. Pearce. Why are they unsustainable? What is the problem 
with those? What is the problem with debt? 

Secretary Geithner. The deficits are too high, and if left 
unaddressed, then our debt will grow to be too large, and ulti- 
mately — 

Mr. Pearce. Let me finish up here. I just have a second. 

I noticed that you spent a lot of time in very strong words talk- 
ing about the debt discussion, the debt-ceiling discussion — 

Mr. Bold. The gentleman’s time has expired. 

Mr. Pearce. — ^but almost no time talking about debt. And I 
think that is a huge indication of where you are. 
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Mr. Bold. If you could just give that to us in writing, that would 
be great. 

The gentleman’s time has expired. 

The Chair recognizes the gentleman from Massachusetts, Mr. 
Lynch, for 5 minutes. 

Mr. Lynch. Thank you, Mr. Chairman. 

Mr. Secretary, I want to thank you, as well, for helping the com- 
mittee with its work. 

There is a document that has been referred to a number of times. 
Let me first ask you — this is regarding your response back in 2008, 
when — I believe it was in April of 2008 — there was a series of arti- 
cles that came up in the British press, also in the Financial Times, 
about the possible manipulation of LIBOR by some of the British 
banks. And then you had an opportunity, you responded, if I under- 
stand your earlier testimony, you informed the President’s Working 
Group on Financial Reform. 

And just to be clear on that, back then it was Secretary Paulson, 
it was Ben Bernanke at the Fed, it was Chris Cox at the SEC, and 
who was the fourth member? The CFTC? Do you remember? 

Secretary Geithner. The CFTC. And there were other agencies, 
too, represented on that, but it was the heads of all the agencies. 

Mr. Lynch. Okay. 

So, after you informed them, you also — I have a document that 
has been mentioned a few times. It is a memo. It is dated 6/1/2008, 
5:00 p.m., and the cover page says it was actually delivered the 
previous Tuesday. It is addressed to Mervyn King. Was he the gov- 
ernor of the Bank of England at that time? 

Secretary Geithner. Yes. 

Mr. Lynch. And then, it is from you. 

So can I have somebody — I want to put a fine point on this, be- 
cause you have talked about your response, but in subsequent 
questions it seems to be ignored. So I just want to make sure this 
goes into the record and that we have a clear understanding of 
what you actually did when you were at the Federal Reserve Bank. 

It has here a — it says, “Recommendations for Enhancing the 
Credibility of LIBOR,” FRBNY Markets and Research and Statis- 
tics Group. Do you recall what the recommendations that you 
made — this is unfair. I have the document and you don’t. 

That would help. Thank you. 

I think, to save time, maybe you could just look at the document 
and say exactly what it is, rather than me asking you these ques- 
tions one at a time. 

Secretary Geithner. The six specific recommendations read as 
follows: strengthen governance and establish a credible reporting 
procedure; increase the size and broaden the composition of the 
U.S. Dollar Panel; add a second U.S. dollar LIBOR fixing for the 
U.S. market; specify transaction size; only report the LIBOR matu- 
rities for which there is a net benefit; and eliminate incentives to 
misreport. Under each of those subheadings, we gave a series of 
specific suggestions for how to do that. 

And, again, that goes on to explain, in pretty significant detail, 
the range of potential vulnerabilities in the way this thing was 
being run. 

Mr. Lynch. Exactly. 



44 


Mr. Chairman, I would ask unanimous consent that this memo 
from Secretary Geithner — actually, back then, the head of the Fed- 
eral Reserve Bank of New York, to the governor of the Bank of 
England be accepted into the record. 

Mr. Bold. Without objection, it is so ordered. 

Mr. Lynch. Thank you. 

Mr. Secretary, there is also an article that came out yesterday 
in the press, and I can’t lay my hands on it, but it talked about 
the fact that a lot of the requests for manipulating LIBOR came 
from traders who were asking to lower LIBOR, as opposed to com- 
ing from lenders asking to raise LIBOR to enhance their loan port- 
folios. 

In this particular article — and I wish I had it with me — it talked 
about the fact that for Barclays and a number of these other banks, 
two-thirds of their depository assets were actually invested and 
used in their trading portfolio, and only one-third of their deposi- 
tory assets were used for making loans. So there was a bigger up- 
side if they could lower LIBOR and enhance their trading positions, 
as opposed to raising the interest rate to enhance their loan per- 
formance. 

This goes back to really what the Volcker Rule is trying to get 
at. And I just want to know, do you think that fact, that banks — 
and this goes to Mr. Weill’s — I know Mrs. Maloney talked about 
Sandy Weill this morning on “Squawk Box,” talked about the fact 
that maybe we have to go back and look at what banks are doing. 
And if we are going to have the taxpayers supporting — 

Mr. Bold. The gentleman’s time — 

Mr. Lynch. — their conduct and the performance of their basic 
businesses — 

Mr. Bold. The gentleman’s time has expired. 

Mr. Lynch. — is it better to separate the risk-taking versus the 
traditional lending? 

Secretary Geithner. Good question. And, again, in response to 
that general set of questions about how to think about the Volcker 
Rule in this context and what other things we can do to mitigate 
risk, I will be happy to respond more to the Member’s questions. 

Mr. Lynch. Thank you, Mr. Secretary. 

I yield back. 

Mr. Bold. The gentleman’s time has expired. 

The Chair recognizes the gentleman from Pennsylvania, Mr. 
Fitzpatrick, for 5 minutes. 

Mr. Fitzpatrick. Thank you, Mr. Secretary, for your testimony, 
your time today, and for the report. 

I wanted to follow up on the questions that Mr. Pearce was ask- 
ing regarding annual budget deficits and the growing national 
debt. In the report, on page 8, entitled, “Potential Emerging 
Threats to United States Financial Stability,” you write that, 
“Threats to financial stability, like threats to national security, are 
always present, even if they are not always easy to discern in ad- 
vance.” 

A couple of years ago. Admiral Michael Mullen, at the time the 
Chairman of the Joint Chiefs of Staff, said that the greatest threat 
to our national security is our national debt, which shocked a lot 
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of people. Do you agree that a growing national debt is a signifi- 
cant threat to our economic and financial security going forward? 

Secretary Geithner. If left unaddressed, our long-term fiscal 
deficits would damage the American economy. I agree, if left 
unaddressed, that would be true. 

Mr. Fitzpatrick. Henry Morgenthau, Jr., was, of course. Sec- 
retary of the Treasury under President Franklin Delano Roosevelt, 
and he has been often quoted recently. One particular quote I just 
want to highlight here. He said, I think it was in the late 1930s, 
“We are spending more money than we have ever spent before, and 
it does not work. I want to see this country prosperous. I want to 
see people get a job. We have never made good on our promises. 
I say after 8 years of this Administration we have just as much un- 
employment as when we started and an enormous debt to boot.” 

What is different between the late 1930s and what is happening 
right now, in light of Secretary Morgenthau’s comment? 

Secretary Geithner. That is a good question and a good context, 
and it is worth looking back to that point. 

Chairman Greenspan and others have said that this crisis was 
caused by a shock, a storm much larger than what caused the 
Great Depression, but because of the things we did, we were able 
to get the economy growing again much more quickly. And the 
economy is really much stronger than it was at that period in his- 
tory that you referred to and much stronger than it was when we 
came into office. 

The fiscal challenges we face — ^you are right to say that those 
deficits are unsustainable, but these are very manageable chal- 
lenges for our country at this time in history. They are much more 
manageable than the challenges that are faced by any other coun- 
try around the world. 

And I think the challenge we face is not just to recognize they 
are unsustainable and to work to bring them down to earth, but 
we have to decide how to do it. Because in doing that, we have to 
balance the obvious concern, we need to have growth stronger, but 
also we have to protect our national security interests and we have 
to make sure we protect the basic safety net for retirees and for 
low-income Americans. So we are going to have to make some 
tough choices about what do we do for education, what do we do 
for infrastructure, what do we do for incentives for investment so 
we are making growth stronger over the long run, as we figure out 
a way how to make sure that we make those commitments to retir- 
ees and to low-income Americans more sustainable over time. 

And I think that is the challenge. I think that is what separates 
us. What separates us is not a recognition that these fiscal deficits 
are unsustainable. What separates us is a debate about what is the 
best composition of spending, savings, and tax reforms to restore 
sustainability. 

Mr. Fitzpatrick. Normally, what follows a debate is a budget 
resolution. Would you agree, in order to bring this back down to 
manageable levels, wouldn’t passing a budget resolution in both 
houses of the Congress put us on a path toward getting those defi- 
cits under control? 

Secretary Geithner. I know where you are coming from on that 
question, but I would just make the obvious point that you are 
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right that Congress has to act. It won’t happen on its own. It is 
not enough for us to propose things. Congress has to come together 
and negotiate a framework that brings these reforms — 

Mr. Fitzpatrick. So you are aware it has been over 3 years since 
the Senate Democrats have passed a budget resolution. We passed 
one this year, we passed one last year; that hasn’t stopped the Fed- 
eral Government from spending $10 trillion since the Senate has 
passed a budget resolution. 

Section 112(b)(2) of Dodd-Frank requires that each voting mem- 
ber of the FSOC submit a signed statement indicating what reason- 
able steps such member believes the government should be taking 
to ensure financial stability. Yet neither the annual report nor any 
individual member has recommended that the Senate Democrats 
pass a budget resolution. 

Any comment on that? 

Secretary Geithner. That is true, but, again, I think it would be 
strange if we were to ask the SEC or the CFTC to tell Congress 
how it should restore fiscal sustainability. And, again, there is 
nothing standing in the way of Congress taking more action — it has 
taken some action — taking more action to reduce the deficit, except 
that you need both sides to come together and reach some agree- 
ment. 

Mr. Fitzpatrick. I yield back. 

Mr. Dold. The gentleman’s time has expired. 

The Chair recognizes the gentleman from North Carolina, Mr. 
Miller, for 5 minutes. 

Mr. Miller of North Carolina. Thank you, Mr. Chairman. 

Secretary Geithner, you have said today and previously that you 
and others at the New York Fed became aware in 2008 that there 
were concerns about LIBOR, that LIBOR was vulnerable to manip- 
ulation, it was essentially an honor system, there were incentives 
to misreport. And there were rumors; there were reports in the 
public domain that that was, in fact, happening, that the New York 
Fed conducted an investigation, decided that there was a basis for 
those concerns, and passed along the concerns to the FSA and the 
Bank of England, as well as to the members of the President’s 
Working Group on Financial Reform. 

But among the documents released by the New York Fed is a 
transcript from a telephone conversation on April 11, 2008, be- 
tween an employee of the New York Fed, Fabiola Ravazzolo, and 
an unnamed Barclays trader, in which the Barclays trader said 
that, yes, they were reporting about 20 basis points lower than 
what it would really cost them to do it; that when they had posted 
an honest, a correct LIBOR rate, there was an article that they 
were coming in higher than the other banks. There is an implica- 
tion the other banks were also misreporting. But he said, yes, that 
when that happened, there was an article in the Financial Times 
that raised questions about Barclays, or the other banks knew 
something about Barclays that was not known generally; Barclays’ 
stock went down, and so they decided they weren’t going to report 
an accurate LIBOR anymore. In fact, he said, “So we know that we 
are not, um, posting, um, an honest LIBOR.” And the reason that 
they did it was not to have questions about Barclays’ financial con- 
ditions. 
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And this was a month after Bear Stearns and — JPMorgan Chase 
bought Bear Stearns in a fire sale that the New York Fed was in- 
volved in. 

Did you know of this conversation? 

Secretary Geithner. Congressman, I do not believe I was aware 
of that specific conversation — made aware of that specific conversa- 
tion. But I didn’t need to be made aware of that because — 

Mr. Miller of North Carolina. Why not? 

Secretary Geithner. — because the concerns about the structure 
of the rate and the broad concerns across the market about what 
could be potentially happening we thought were a sufficient basis 
on which to do the things I said I did, which is to, again, try to 
get— 

Mr. Miller of North Carolina. But, Mr. Secretary, this con- 
versation is not just about the vulnerability of LIBOR to manipula- 
tion, but, in fact, an admission that it was, in fact, being manipu- 
lated, that there were false reports being filed by someone who was 
involved in it. 

And is there any — I asked Chairman Bernanke this last week — 
element of criminal fraud that isn’t admitted to in this transcript? 

Secretary Geithner. There is a set of lawyers who will answer 
that question, and you can be confident they are going to do that. 

But, again, on this basic point, we had a sufficient basis, based 
on what the market was saying was happening and the way this 
thing was designed, on which to take the actions we took. 

Mr. Miller of North Carolina. Yes. I understand that. But did 
the employees of the New York Fed who were involved in market 
surveillance tell you of this conversation or perhaps others like it, 
that it was not just theoretically possible but participants in 
LIBOR admitted that they were, in fact, misreporting — did they — 
were you told that it was not just a theoretical vulnerability, that, 
in fact, it was happening? 

Secretary Geithner. I believe that — and this is why we did what 
we did — that we were not concerned this was just a theoretical vul- 
nerability. We were concerned about the range of different reports 
that were out there we thought were credible that banks were ac- 
tually misreporting, underreporting. 

So it was not on the basis of a theoretical concern that we did 
the things we did. It was on the basis of concern that those reports 
were plausible and credible. And, again, that is why we took the 
steps we did. 

Mr. Miller of North Carolina. Okay. But Chairman Bachus 
asked you if you reported to Justice. You said, no, that Justice was 
not part of the President’s oversight, or the President’s Working 
Group. So you did not report this conversation or any others like 
it to the Justice Department. You did not, did you? 

Secretary Geithner. I want to be careful about this, but — and 
my colleagues at the New York Fed are going back over the full 
records in this case. 

I do not know what the New York Fed staff did in terms of who 
else they informed about specific — I don’t know that, but — 

Mr. Miller of North Carolina. But you did not. 

Secretary Geithner. No, I did not. 

Mr. Miller of North Carolina. You did not. Okay. 
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Mr. Secretary, you also said earlier that litigation was certainly 
possible, it was being contemplated. Various lenders who had — or 
now have either filed suit or are contemplating litigation against 
the LIBOR banks for having gotten paid too little in interest. 

There was probably no greater lender during that period than 
the United States Government. Are we considering filing litigation, 
pursuing claims to get back some of the money, some of the inter- 
est that we did not get because LIBOR was artificially low during 
that period? 

Secretary Geithner. I do not know whether we were disadvan- 
taged by this practice. Obviously, we will take a careful look at 
that. 

We also don’t know what the net effect was of this behavior on 
those prices at that point. As many of your colleagues have said, 
there are some people who believe that people who borrowed money 
generally benefited, and people who lent money generally did not 
benefit. It is not clear that is the case. But, again, that is going to 
be the subject of a very careful, extensive review by a lot of people 
in this context, and it is going to take some time for them to figure 
that out. 

Mr. Bold. The gentleman’s time has expired. 

In an effort to try to honor our commitment to make sure the 
Secretary gets out on a hard stop and also to try to make sure we 
are getting as many questions as possible, the Chair is going to rec- 
ognize the gentleman from Michigan, Mr. Huizenga, for 3 minutes. 

Mr. Huizenga. All right. Thank you. I appreciate that, Mr. 
Chairman, and Mr. Geithner, as well, for being here. 

I would like you to expand a little bit and maybe revisit — I was 
watching “Squawk Box” this morning when Sandy Weill made his 
comments. I then saw the crawler about Glass-Steagall, and I was 
like, okay, did he really specifically say that? And he did kind of 
go back and revisit it. 

But I don’t know if you have had a chance to see it or read it. 
I certainly would like to then get your reaction, both here but then 
more in depth, as I am sure you will be looking at it. 

So if you have any reaction or comment? 

Secretary Geithner. Again, I haven’t seen those reports, so I 
don’t know exactly what he said, don’t know what he meant. 

But on the broader question about laying out to this committee 
the extent of the actions Congress has authorized and taken to 
limit this risk, I would be happy to walk you all through that in 
as much detail as you would like. I would be happy to — 

Mr. Huizenga. It struck me that maybe he was kind of getting 
at the too-big-to-fail element and the question of whether just some 
of the organizations are too big. Do you — can you comment on that? 

Secretary Geithner. That is a widespread and common subject 
of concern, and it is something that people are going to be looking 
at for a long period of time. But I do think it is important to recog- 
nize that we did force these banks to hold much, much more capital 
against the risk they take. We forced a dramatic restructuring of 
the financial system. Congress put in place limits on how large 
they can get and deprived the government of the ability to come 
in and rescue them from their mistakes in very significant ways. 
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And if you look at the net impact of those actions on how the 
market perceives the risk of “too-big-to- fail,” that market percep- 
tion is diminished significantly. But I am not saying that is the end 
of the story; it is just worth noting. 

Mr. Huizenga. I do want to touch on the reserves here in the re- 
maining time. You had talked about a $400 billion increase in re- 
serves and the fact that the cost of credit has fallen. It does strike 
me, though, that whether it is Denmark, Switzerland, countries out 
of the eurozone, or the euro market, the United States, in a way 
it is sort of Gulliver among the Lilliputians. It is not that we are 
doing so great or that maybe they are doing so great; it is just that 
maybe everybody else is such a mess and the flight to credit is 
coming to here. 

But I had a very prominent economist out of Chicago, Dr. Bob 
Genetski, who actually put out an email today to his clients — I 
happen to be on that list — regarding those reserves. And he was 
saying that reduced access of reserves by the Fed was $100 billion 
and that means that there is $100 billion less. And I have emailed 
him back, looking to hear his answer. 

But it does seem that — his argument is basically that it runs 
counter to a lot of the goals, some of those reserve requirements 
that on one hand were requiring additional reserves, yet on the 
other hand were lowering interest rates through quantitative eas- 
ing and other things to try to stimulate more liquidity. 

Is it truly a liquidity problem, or do we have some other issues? 

Secretary Geithner. I would be happy to look at his concerns if 
you want to share them with me, and I would be happy to try to 
respond, although that might be for the Fed. 

But I think those are combining two different things. There is 
$400 billion more capital in the financial system than there was be- 
fore the crisis, which is a necessary, very important thing. It makes 
the system safer — 

Mr. Huizenga. Is that because of the reserves? 

Secretary Geithner. And that is a different thing. Some people 
use those words interchangeably, but I think you are referring to 
a question about excess reserves in the banking system, the incen- 
tives to hold them and what that does. But I would be happy to 
take a look at his concerns. 

Mr. Huizenga. I appreciate that. And we will maybe put that 
down in writing, and I would love to get that response. So, thank 
you. 

Mr. Dold. The gentleman’s time has expired. 

Secretary Geithner, there has been a request from some of my 
colleagues to see if we could have an equal number of Members on 
each side ask questions. So, with your indulgence, we would like 
to see if we could have you stay for an additional 3 minutes. 

Secretary Geithner. Okay. 

Mr. Dold. The Chair recognizes the gentleman from Texas, Mr. 
Green, for 3 minutes. 

Mr. Green. Thank you, Mr. Geithner. I will be as pithy and con- 
cise as possible. 

You indicated that the economy is in much better shape now 
than when the President took office. And I am bringing this to your 
attention notwithstanding LIBOR and FSOC, all of which are im- 
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portant, but I am bringing it to your attention because if we are 
not very careful, the fatuous will be perceived as fact. 

I think that it is important for you to reiterate the condition that 
this economy was in when the President took office and juxtapose 
that to where we are now, such that we can move forward with a 
much better opportunity to improve the economy. So I would like 
to yield time to you to, please, sir, do not allow the fatuous to be- 
come fact. 

Secretary Geithner. I want to emphasize that we have a long 
way to go, and it is still a very tough economy. We have to be open 
and honest with that. But, just for comparison, the U.S. economy 
was shrinking at an annual rate of 9 percent in the last quarter 
of 2008. We were on the verge of what most people thought was 
a plausible chance the American financial system would collapse at 
that time. You had seen trillions and trillions of lost wealth in the 
savings of Americans. 

And 6 months later, because of the actions that we took. Con- 
gress authorized, the Fed took, the things we took to fix the broken 
financial system, the economy was growing. A remarkable turn- 
around in a very short period of time. And the economy has been 
growing now for 3 years since. 

Not fast enough. And the reason it has not been growing faster 
is because of this combination of concerns you are all aware of, 
which is: Europe is hurting us; spending by the government is now 
declining, not increasing; and people have been bringing down their 
debt and trying to fix some of the problems that got us into this 
mess. 

So we have a long way to go, but, absolutely, we are in a much 
stronger position than we were at that time in our history. 

Mr. Green. To be more specific — because we have incredible peo- 
ple saying some incredible things, and I am sure you are very 
much aware of some of these incredible statements — we were about 
to lose the American auto industry. I think you agree. And do you 
agree that the auto industry is in a position now such that it is 
coming back? 

Secretary Geithner. I do. 

Mr. Green. At the time the President came into office, the finan- 
cial system was almost in collapse. Do you agree that it has been 
stabilized and that it is now in much better shape than it was 
when the President took office? 

Secretary Geithner. Absolutely. 

Mr. Green. At the time the President took office, do you agree 
that economic uncertainty, while people say that there is much of 
it now — and I concur, there is some — ^but economic uncertainty was 
to the extent that banks would not lend to each other? 

Secretary Geithner. That is true. 

Mr. Green. Would not lend to each other. Which is why you 
could not structure a deal with banks to save the auto industry, be- 
cause the banks wouldn’t lend to each other. They weren’t about 
to go out and try to salvage an auto industry when they were try- 
ing to salvage themselves. True? 

Secretary Geithner. True. There is no private market solution 
to a financial crisis like we faced. 

Mr. Green. And for those who want to — 



51 


Mr. Bold. Time has expired. 

Mr. Green. — lay all of this at your feet, I have heard a new 
term called a “black swan event.” Is there some semblance of that 
with this? 

Secretary Geithner. Oh, absolutely, yes. 

Mr. Green. Thank you very much. 

Mr. Bold. The gentleman’s time has expired. 

Mr. Secretary, I want to thank you for your time and your testi- 
mony today. 

The Chair notes that some Members may have additional ques- 
tions for this witness, which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 30 days 
for Members to submit written questions to this witness and to 
place his responses in the record. 

The hearing is now adjourned. 

[Whereupon, at 12:08 p.m., the hearing was adjourned.] 
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CHAIRMAN SPENCER BACHUS 
Statement for the Record 

Hearing on the Annual Report of the Financial Stability Oversight Council 
July 25,2012 

The Committee is honored to welcome Secretary Geithner to deliver the annual report of 
the Financial Stability Oversight Council. 

When financial reform was debated by Congress two years ago, Republicans suggested 
an alternative that would have consolidated the number of regulators. Instead, the Dodd-Frank 
Act passed by Congress eliminated one regulator, kept the others, added three more, and put 
them on the Financial Stability Oversight Council. 

We were told this “super committee” of regulators was needed to act as an early warning 
system that would perceive threats far off in the distance and take action before these threats 
could metastasize into crises that bring down our economy. 

But two years after Dodd-Frank became law, there is little to no evidence the Council has 
followed through in any meaningful way to live up to these promises. 

Indeed, some of the most ardent supporters of Dodd-Frank are among the Council’s 
harshest critics. Sheila Bair, the former FDIC chairman who served as a member of the Council, 
told the New York Times recently the “F.S.O.C. is M.I.A.” 

Others have chided the Council for failing to live up to its most basic promises of 
accountability and transparency. 

Let me read from an article in the National Journal published on April 3rd of this year: 

The Financial Stability Oversight Council likes to boast about its transparency but it 
“makes the Kremlin’s Politburo at the height of the Soviet Union look open and 
democratic,” says Dennis Kelleher, president and CEO of Better Markets. ..Case in 
point: this week’s meeting - the council’s first in six months - to approve guidelines 
for identifying firms that could pose a risk to the financial system. The council 
approved the guidelines unanimously without debate and didn’t disclose what had 
changed from the draft stage [of the guidelines]. 

In the regulators’ defense, perhaps these meetings are perfunctory because members 
of the Council simply don’t have the time for them. After all, they must rush back to their 
offices to write the hundreds of new rules required by Dodd-Frank. 



55 


Regulators appear to be so preoccupied writing these new rules that they’re missing the 
basics - like safeguarding segregated customer funds and protecting investors from Ponzi 
schemes and other financial frauds. In just the past few months, we’ve seen regulators fail to 
protect the customers of MF Global and Peregrine Financial Group. Now there are questions 
about why regulators didn’t take concrete action to stop LIBOR manipulation. 

It seems regulators are so busy trying to write rules against things like proprietary trading - 
which even Chairman Volcker agrees was not a cause of the financial crisis - that they are 
failing to fulfill their primary mission. Are they so busy writing tiekets for jay walking that 
they’re letting the robbers and thieves run loose? 

Rather than pass massive new laws that require hundreds of new regulations, it’s a better 
use of limited resources to make sure regulators are enforcing the rules we already have. Clear 
rules and better enforcement of them will do more to protect consumers, investors and the 
financial system than a “super committee” of regulators. 
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United States House of Representatives 
Committee on Financiai Services 

Hearing on the Annual Report of the Financial Stability Oversight Council 
July 25, 2012 

Congressman Ron Paul 
Statement for the Record 

Mr. Chairman, 1 welcome this hearing to receive the report of the Financial Stability Oversight 
Council (FSOC). The creation of FSOC underscores perfectly the complete intellectual bankruptcy 
underpinning the government’s behavior towards financial markets. In the opinion of government 
leaders, the financial crisis was not caused by misguided regulation, interest rate manipulation, or 
government-caused distortions to the structure of production, but by a financial sector that was 
completely deregulated and laissez-faire. The response of legislators, therefore, was to create a new 
super-regulator with vast new powers to control the financial system. 

Those who truly believe that the financial sector is deregulated might want to test their 
hypothesis by starting their own bank without the government's imprimatur, assuming that they are 
prepared to spend some time in a federal penitentiary. To say that the financial sector is deregulated 
could not be further from the truth. No other sector of the economy is as intertwined with the 
government as the financiai industry. 

Financial firms, especially smaller firms, suffer from costly and burdensome regulations that 
create barriers to entry in the market place and diminish competition. Excessive regulation ensures that 
only government-approved financial firms have a chance to enter the market. Those firms which are 
able to get through the hurdles are still at a competitive disadvantage vis-a-vis established firms who 
are better able to navigate the regulatory maze. 

But not all of the government involvement is negative to the financial industry. Financial finns, 
especially larger ones, benefit from government bailouts, the first use of the Federal Reserve's newly 
created high-powered money, and membership in a government-sanctioned and -supported banking 
monopoly. Larger, well-established firms are not only better-suited to comply with the requirements of 
regulators; they are also more likely to receive bailouts from the government due to the entrenched 
policy of saving firms that are “too big to fail.” The moral hazard of these bailouts is obvious, yet the 
government continues to subsidize large, poorly-run financial firms, to the detriment of investors, the 
financial system, and the economy as a whole. 

The very existence of financiai regulators creates an enormous moral hazard, as regulations give 
the appearance of safety and order and entice individuals into investing in ventures that are far riskier 
than they appear on the surface. This skews the decision-making process of investors, causes money to 
be invested in unproductive endeavors, and impoverishes ordinary Americans. The existence of 
financial regulators has cast the old maxim of caveat emptor by the wayside, and the American people 
and the U.S. economy suffer for it. 

Despite all of this, too many in Congress still believe that more government regulation will 
benefit the financial system, puli the United States out of its current economic malaise, and prevent 
another financial crisis. This was the thinking behind the Dodd-Frank Act and the creation of FSOC 
and the Consumer Financial Protection Bureau (CFPB). If the regulators failed to see the crisis coming 
and failed to act to stem the crisis, the Washington solution is to pass even more stringent laws, 
increase regulators' budgets, and create new agencies, commissions, and councils. The view in 
Washington is that if a regulator fails, make it bigger; if a law fails to prevent a crisis or scandal, create 
another one; and never, ever rethink your belief that more government is always the solution. 
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In the financial sector we witnessed the collapse of Enron and the subsequent passage of 
Sarbanes-Oxley, a ham-fisted attempt to reform accounting practices which had the effect of further 
burdening firms, especially smaller financial firms, while doing nothing to prevent the scandals at 
Lehman Brothers, MF Global, and other entities. 

Despite the demonstrated failure of Sarbanes-Oxley to prevent the next wave of financial 
scandals and the financial crisis, Congress insisted on creating FSOC in the wake of the financial crisis. 
FSOC is essentially the President's Working Group on Financial Markets (a.k.a. Plunge Protection 
Team) on steroids. This organization has vast powers to interfere in all areas of the financial system 
under the guise of ‘'financial stability”, yet it is far more likely that FSOC's actions will instead lead to 
increased instability of the financial system. An organization that can dictate orders with impunity can 
only create havoc. 

Congressional oversight of FSOC, as with oversight of most other government agencies, is 
practically nonexistent. A single hearing each year, with each Congressman receiving five minutes of 
questioning time, is mere window dressing. Nothing substantive can be gleaned from such limited 
hearings. And as we all know, getting a straight answer from a Fed Chairman, Treasury Secretary, or 
any other financial regulator is next to impossible. 

We now know that the New York Fed knew about problems with LIBOR four years ago, yet 
nothing was disclosed to Congress. So what else are the regulators hiding from Congress? It is foolish 
to think that regulators who knew of problems in the financial system and didn't react to them or bring 
them to the attention of Congress would do anything differently with larger staffs, larger budgets, or 
when meeting with other regulators as part of FSOC. 

To those who say that government needs to do something to combat the financial crisis and that 
we need more regulation, I agree wholeheartedly, but not in the way they would expect. What 
government needs to do is get out of the way of the market, reduce the restrictions on competition in 
the financial sector, and reduce the restrictions on what individuals can do with their money. The 
regulation we need is market-based regulation, the rule of the market in which consumers, not 
government, are able to pick the winners and losers. Profitable firms are allowed to prosper and thrive 
in freedom from the government's chokehold, while unprofitable firms are refused bailouts and allowed 
to go out of business. Government subversion of the market process is what got us into the financial 
crisis, it is what is prolonging the crisis, and the only way out of the crisis is for government to get out 
of the way and legalize market freedom. 



EMBARGOED UNTIL DELIVERY 


The Honorable Timothy F. Geithner 
U.S. Department of the Treasnry 

Hearing on the Financial Stability Oversight Council Annnal Report to Congress 
Honsc Committee on Financial Services 
July 25,2012 

Chairman Bachus, Ranking Member Frank, and members of the Committee, thank you for the 
opportunity to testify today regarding the Financiai Stabiiity Oversight Councii’s (the “Councii”) 
annuai report. 

Each year, the Council is required to prepare a public report reviewing financial market and 
regulatory developments, potential threats to financial stability, and recommendations to 
strengthen the financial system. My testimony today reviews the conclusions and 
recommendations made by the Council in its second annual report, which is being submitted in 
full alongside this testimony. 

Measures of Strength in the Financiai System 

The strategy adopted by the United States to repair and reform the financial system after the 
crisis has helped produce a stronger and more resilient system. 

• We have forced banks to substantially increase the amount of capital they hold, so that 
they are able to provide credit to the economy and absorb losses in the future. Tier 1 
common capital levels at our country’s banks are up by $420 billion, or 70 percent, from 
three years ago. The ratio of tier 1 common equity to risk-weighted assets at these 
institutions increased from 6 percent to over 1 1 percent during this period. 

• We have forced a significant reduction in overall leverage in the financial system. 
Financial sector debt has dropped by more than $3 trillion since the crisis, and household 
debt is down $900 billion. 

• Banks are funding themselves more conservatively, relying less on riskier short-term 
funding. 

• The size of the “shadow banking system” — which had been a key source of financial 
stress during the crisis — has fallen substantially, by several trillion dollars. 

• The government has closed most of the emergency programs put in place during the crisis 
and recovered most of the investments made into the financial system, which were 
originally expected to result in a loss to taxpayers of several hundred billion dollars. The 
TARP bank investments have already produced a profit for the taxpayer of over $1 9.5 
billion, and on current estimates will generate an overall profit of approximately $22 
billion. 



59 


• Credit is expanding, and the cost of credit has fallen significantly from the peaks of the 
crisis. Commercial and industrial lending at commercial banks increased 10 percent in 
20 1 1 and increased at an annual rate of 1 1 percent in the first five months of 20 1 2, 

The overall impact of these changes is very important. They have made the financial system 
safer, less vulnerable to future economic and financial stress, more likely to help rather than hurt 
future economic growth, and better able to absorb the impact of failures of individual financial 
institutions. 

Threats to Financial Stability 

The Council’s report identifies a number of potential threats to the stability of the financial 
system. Among the most important of these is the fact that the financial system still confronts a 
challenging and uncertain overall economic environment. 

The ongoing European crisis presents the biggest risk to our economy. The economic recession 
in Europe is hurting economic growth around the world, and the ongoing financial stress is 
causing a general tightening of financial conditions, exacerbating the global slowdown. 

Over the past two years, U.S. financial institutions have significantly reduced their exposure to 
the most vulnerable economies of Europe, and they hold substantial levels of capital against the 
remaining exposures. The combined economies of the euro area constitute the second largest 
economy in the world and are home to many of the world’s largest and most interconnected 
financial institutions. As a result, a severe crisis in Europe would necessarily have very 
substantial, adverse effects on the United States. 

Europe’s leaders are putting in place a package of long-term reforms — economic reforms to 
restore competitiveness, improve fiscal sustainability, and restructure their financial systems, and 
governance changes to transfer more responsibility to European institutions for oversight of 
national financial systems and how much nations can borrow. For these reforms to work, they 
need to be complemented by actions in the near term to restore financial stability and support 
economic growth, including strengthening the stability of the banking systems and bringing 
sovereign borrowing rates down in the countries implementing reforms. 

Global economic growth has slowed and forecasts for future economic growth have been 
reduced. Europe is responsible for much of this, but not all of it. Growth in China, India, Brazil 
and other large emerging economies has slowed for a variety of reasons unique to those 
countries. 

In the United States, the economy is still expanding, but the pace of economic growth has slowed 
during the last two quarters. In addition to pressures from Europe and the global economic 
slowdown, U.S. growth has been hurt by the rise in oil prices earlier this year, the ongoing 
reduction in spending at all levels of government, and slow rates of growth in income. 
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The slowdown in U.S. growth could be exacerbated by concerns about approaching tax increases 
and spending cuts, and by uncertainty about the shape of the reforms to tax policy and spending 
that are necessary to restore fiscal responsibility. As the Council’s report discusses, the United 
States faces fiscal deficits that are unsustainable over the long run. The failure of policy makers 
to enact reforms in a timely and credible manner will be damaging to future economic growth. 

These potential threats underscore the need for continued progress in repairing the remaining 
damage from the financial crisis and enacting reforms to make the system stronger for the long 
run. 

Progress Implementing Financial Reform 

Regulators have made important progress over the past two years designing and implementing 
the regulations necessary to implement financial refonri. Nine out of 10 rules with deadlines 
before July 2, 2012, have been proposed or finalized. The key elements of the law will largely 
be in place by the end of the year. The financial system is already in the process of adapting to 
these reforms. 

• We have taken important steps to limit risk-taking at the largest financial institutions. 

The Federal Reserve and other supervisors have negotiated new, stronger global capital 
and liquidity requirements. As part of this effort, federal banking regulators will impose 
even higher requirements on the largest banks. 

• We now have the ability to put the largest financial companies under enhanced 
supervision and prudential standards, whether they are banks or nonbanks, and the ability 
to subject key market infrastructure firms to heightened risk-management standards. 

• We are implementing the provisions of the law designed to protect taxpayers and the 
financial system from the failure of a large financial firm. Regulators, led by the FDIC, 
have established the new “orderly liquidation authority,” a mechanism to unwind 
responsibly large, complex financial companies. This authority will help make sure that 
culpable management is fired and that investors pay for the failure of a firm, not 
taxpayers. Nine of the largest banks have now submitted “living wills,” providing 
contingency plans for an orderly bankruptcy. 

• The SEC and CFTC are putting in place a new framework for derivatives oversight, 
providing new tools for combatting market abuse and bringing the derivatives markets 
out of the shadows. Their recent Joint adoption of a swaps definition will trigger the 
effectiveness of more than 20 key rulemakings and marks a major milestone in the 
implementation of derivatives reforms. 

• Regulators are working to strengthen protections for investors and consumers. The 
CFPB has worked to simplify and improve disclosure of mortgage and credit card loans 
to help consumers make more informed financial decisions. The CFPB has also launched 
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its supervisory program for very large depository institutions (in coordination with 
prudential regulators) and for certain nonbanks. 

• As we put in place these reforms in the United States, we are working with supervisors 
and regulators in Europe, Japan, and around the world to provide a more level playing 
field. In addition to the new global standards for capital and liquidity requirements, we 
are negotiating global margin requirements for derivatives. On these and a range of other 
issues, we are trying to improve the prospect of tougher and broadly equivalent global 
standards and requirements, so that financial risk cannot simply move to where it cannot 
be seen or effectively constrained. 

These are complicated reforms. This process is challenging because our financial system is 
complex, because we want to target damaging behavior without damaging access to capital and 
credit, because we want the reforms to endure as the market evolves, and because we need to 
coordinate the work of multiple agencies in the United States and many others around the world. 

Recommendations to Improve Financial Stability 

In addition to these important refonns, the Council has put forward recommendations in a variety 
of other areas to help strengthen our financial system. 

Risks in Wholesale Short-Term Funding Markets 

The Council recommends a set of reforms to address structural vulnerabilities, particularly in 
wholesale short-term funding markets such as money market funds (MMFs) and the tri-party 
repo market. As we saw during the crisis, these sources of funding were particularly vulnerable 
to disruption that can quickly spread through the markets. 

The SEC adopted a number of reforms to money market funds in 20 1 0, but they remain 
vulnerable to runs. The Council supports SEC Chairman Schapiro’s efforts to address certain 
weaknesses, including (1) the lack of a mechanism to absorb a sudden loss in value of a portfolio 
security and (2) the incentive for investors to redeem at the first indication of any perceived 
threat to the value or liquidity of the MMF. The Council recommends that the SEC publish 
structural reform options for public comment and ultimately adopt reforms that address money 
market funds’ susceptibility to runs. The Council further recommends that, where applicable, its 
members align regulation of cash management vehicles similar to MMFs within their regulatory 
jurisdiction to limit the susceptibility of these vehicles to run risk. 

In tri-party repo markets, the Council supports additional steps toward reducing intraday credit 
exposure within the next six to 12 months. In addition, the Council recommends that regulators 
and industry participants work together to define standards for collateral management in the tri- 
party repo market, particularly for lenders (such as MMFs) that have certain restrictions on the 
instruments that they can hold. 
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Customer Fund Protection 

The Council highlights the importance of establishing and enforcing strong standards for 
protecting customer funds deposited for trading. For example, the Council recommends that 
regulators consider strengthening regulations governing the holding and protection of customer 
funds deposited for trading on foreign futures markets. The Council also recommends that 
regulators seek ways to strengthen risk-management standards for clearinghouses and to develop 
and monitor best practices across their respective jurisdictions. 

Risk Management and Supervisory Attention 

The Council recommends continued work to improve risk-management practices, highlighting a 
number of specific challenges facing firms and tlieir supervisors. The Council supports 
continued attention to strengthening capital buffers and stress testing. Firms also need to 
continue to guard against potential disruptions in wholesale short-term funding markets and 
bolster their resilience to interest rate shifts. 

Firms need to continue to strengthen internal disciplines and safeguards in underwriting 
standards, the development of new financial products, and complex trading strategies. The 
report also notes that high-speed trading is an area where increased speed and automation of 
trade execution may require a parallel increase in trading risk management and controls. 

Housing Finance Reform 

The Council continues to support progress toward comprehensive housing finance reform. The 
U.S. housing finance system has required extraordinary government support since the financial 
crisis, and the market continues to lack sufficient private capital. As recognized in the 
framework for housing finance reform developed by certain member agencies of the Council, the 
return of private capital is crucial to reestablishing confidence in the integrity of the market and 
better aligning incentives. 

However, in order for private capital to come back into the market, there needs to be greater 
clarity from regulators and Congress on new rules for all participants in the market. Challenges 
include the lack of broadly-agreed upon standards for mortgage underwriting (which are 
necessary to support the valuation and liquidity of mortgage-backed instruments), non-uniform 
foreclosure practices across different states, and uncertainty surrounding the potential liability of 
mortgage loan securitizers. 

In addition, reform should address servicer compensation models and the need for national 
mortgage servicing standards, and it should strengthen protections for borrowers. Members of 
the Council are addressing many of these challenges through existing authority and the 
implementation of Wall Street Reform, yet comprehensive reform will require significant 
legislation, and the leadership of this Committee will be central to the effort. As we move 
forward, we must take care not to undermine the housing market, which is showing signs of 
recovery but is still weak in many areas. 
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Improving Transparency and Financial Data 

One of the weaknesses in our old system of regulation was a lack of information — information 
that could be used to help identify threats and more effectively understand the financial system. 
Gaps in data and analysis remain a threat to financial stability, and an important part of reform 
efforts will continue to be the improvement and availability of financial data and information. 

This project is being spearheaded by the Office of Financial Research (OFR), which was 
established by Wall Street Reform. The OFR’s work is crucial to improving transparency, our 
understanding of how the financial system supports the economy, and our capacity to identify 
threats to financial stability. The OFR has done tremendous work over the past year, 
undertaking a number of initiatives, including steps to create a “legal entity identifier” for 
financial contracts, which will help us understand exposures in the market. Last week, the OFR 
released its first annual report, which analyzes threats to financial stability along with ways to 
address data gaps and promote data standards. 

Conclusion 

The member agencies of the Council have made considerable progress over the past few years in 
making our financial system safer and stronger — more resilient and less vulnerable to crisis, with 
better protections for investors and consumers. 

We still have a lot of work ahead of us, however. We need your support to make these rules 
strong and effective. And we need your support to make sure the enforcement agencies have the 
resources they need to prevent fraud, manipulation, and abuse. 

I want to thank the other members of the Financial Stability Oversight Council, as well as the 
staff of the members and their agencies, for the work they have done over the past year and their 
efforts to produce this annual report. 

We look forward to working with this Committee, and with Congress as a whole, to build on the 
substantial progress we have made to create a stronger financial system. 
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Olangrcsa of tlfo Uruiefi -§10103 

llasljiiigtoH, 20515 

June 15, 2012 


The Honorable Timothy Geithner 
Chairman 

Financial Stability Oversight Council 
1500 Pennsylvania Avenue NW 
Washington, DC 20220 

Dear Chairman Geitlmer: 

We are writing with respect to the Financial Stability Oversight Council’s (“FSOC”) 
evaluation of asset management companies as systemically important financial institutions 
(“SIFls”). We understand that tire FSOC and the Office of Financial Research (“OFR”) are still 
analyzing the extent to which such firms tniglrt pose a systemic risk, and to this end, are 
currently conducting a comprehensive study on the asset management industry.’ We applaud 
this initiative as we believe it is essential tliat regulators are as deliberate and thoughtful as 
possible prior to rendering decisions on policy matters regarding asset managers, such as pension 
fond and mutual fund managers, which are critical to the functioning of the U.S. economy. 

In light of this, we urge the OFR to proceed witii its study of the asset management 
industry in a comprehensive, thorough and transparent manner, and, importantly, to provide 
adequate time for public review and comment on the study’s findings before the FSOC moves 
any further in the designation process. We also strongly recommend the FSOC and OFR, when 
evaluating the possible systemic risk that asset managers may pose, take into consideration the 
impact of those regulations, such as Title VII of the Dodd-Frank Act, that will apply to asset 
managers and that are designed specifically to reduce systemic risk. Additionally, wc request 
that the FSOC refrain from taking action on asset management firms until the study is completed 
and sufficient lime has been given for the public to digest the study’s conclusions. The 
information received in this report should inform policymakers, and it will be helpful in 
providing counsel and guidance as the FSOC undertakes its own deliberations on whether asset 
managers should be extended SIFI .status, and the type of regulation that might follow in the 
future. 


We appreciate the steps undertaken by tire FSOC to resolve the uncertainty surrounding 
the non-bank SIFI designation process, the most recent iteration of which was the FSOC’s 
approval of the final role (the “Final Rule”) in April. We are mindful that the FSOC “may 
develop additional guidance regarding potential metrics and thresholds relevant to 
determinations regarding asset managers, as appropriate.” If the FSOC decides to produce such 
guidance, we believe it is important that it be developed and published well in advance of 
designating an asset management company as a SIFI. As the FSOC and the OFR continue to 
develop standards applicable to the as.set management industry, we also encourage them to fully 
utilize the resources of the recently announced Financial Research Advisory Committee and 
reach out to relevant industry participants and independent trade groups for input and feedback 
on its study. 


' 77 Fed. Reg. 21637, 21644 (Apr. 1 1, 2012). 
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Conducting an asset management industry systemic risk study will presumably also assist 
the Federal Reserve Board in determining the appropriate method of regulating asset 
management firms, if any are designated as SIFIs. As cited in the Final Rule: “the analysis is 
considering, , .whether these threats can he mitigated by subjecting such companies to Board of 
Governors supervision and prudential standards, or whether they arc better addressed through 
other regulatory measures.” We encourage this type of deliberation and study, and hope the 
analysis fully examines the ramifications and potential co,sts associated with subjecting asset 
managers to prudential regulation. 

Again, we wholeheartedly support the FSOC’s and OFR’s efforts to provide a study on ■ 
asset managers, which include managers of pension fund and mutual fund assets. We strongly 
encourage the FSOC and OFR to conduct a comprehensive .study, which includes input fi'om 
experts vrithin the asset management industry, and to publish its findings in a report for public 
review before any asset management firms are designated for supplemental supervision. 

We thank you for your attention to this matter. 
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Financial Stability Oversight Cionncil 

The Financial Stability Oversight Council (Council) was established by the Dodd- 
Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) and is 
charged with three primary purposes: 

1 . To identify risks to the Hnancial stability of the United Stales that could 
arise from the material financial distress or failure, or ongoing ac tivities, 
of large, interconnected bank holding companies or iionbaiik finant ial 
companies, or that could arise outside the financial sers’kes marketplace. 

2. To promote market discipline, by eliminating expectations on the part of 
siiareholders, creditors, and counterparties of such companies that the 
U.S. government will shield them from losses in the event of failure. 

3. To respond to emerging threats to the stability of the U.S. 
hnamial ss’stem. 

Pursuant to the Dodd-Frank Act, the Council consists of 10 voting members 
and 5 lionvoiing members and brings together the expert ise of federal financial 
regttlators, state regulators, and an insurance expert appointed by the President. 

The voting members are; 

• the Secretaiy of the Treasury, who serves as the Chairperson of 
the Council; 

• the Chairman of the Board of Governors of the Federal Reserve System; 

• the Comptroller of the Currency; 

• the Director of the Bureau of Consumer Financial Protection; 

• the Chairman of the Securities and Exchange Commission; 

• the Chairperson of the Fetleral Deposit instu ance Corporation; 

• the Chairpeison of the (Commodity Futures Trading Commission; 

• the Director of the Federal I lousing Finance Agency; 

• the Chairman of the National Ci etlit Union Aclministralion; and 

• an independent member with insurance expertise who is appointed by 
the President and confirmed by the Senate for a six-year term. 

The rionvi>ting members, who serve in an advisory capticity, are: 

• the Director of the Office of Financial Research; 

• the Director of the Federal Insurance Office: 

• a state insurance commissioner designated by the state insurance 
commissioners: 

• a state banking supervisor designated by the state bartking supervisoi's; and 

• a state securities commissioner (or officer performing like functions) 
designated by the state securities commissioners. 

The Slate insurance commissioner, state banking supervisor, and state securities 
commissioner serve two-year terms. 
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Statutory Requirements for the Annua! Report 

Seciion i]2(a)(2)(N) of the Dodd-Frank Act requires that the Annual Report 
address ihe foliowinj*: 

i. the activities of the Council; 

ii- significant hnancial market and regulatory developments, including 
insurance and accounting regulations and standards, along with an 
assessment of those developments on the stability of the fiiuiricial system; 

iii, polcnlia! emerging threats to the financial stability of the 
United Slates; 

iv. all determinations made under Section 113 or Title VIII. and the 
basis for such determinations; 

V. all recommendations made under Section 119 and the result of such 
retommendations: and 
vi. recommendations — 

I. to trnhance the integrity, efficiency, competitiveness, and stability 
of United States financial markets: 

I!, to promote market discipline; and 
111. to maintain investor confidence. 

Approval of the Annual Report 

This Annual Report was approved unanimously by the voting members of the 
(Council on July 18, 2012. Except as otherwise indicated, data cited in this report 
is as ofjuly 6, 2012. 

Abbreviations for Federal Member Agencies of the Council 

• Department of the Treasury (Treasury) 

- Office of Financial Research (OFR) 

Federal Insurance Office (FIO) 

• Board of Governors of the Federal Reserve System (Federal Reserve) 

• tlomptroller of the Currency (OCC) 

• Bureau of Consumer Financial Prtweclion (CFPB) 

• Securities and Exchange Commission (SEC) 

• Federal Deposit Insurance Corporation (FDIC) 

• Commodity Futures Tratiitig Ommission (CFTC) 

• Federal Housing Finance Agency (FlIFA) 

■ National Credit Union Adtninistraiion (NCUA) 
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Executive Summary 


tn the Ticariy five years since the initial strains of the snbpriinc crisis einergcti. 
tile t^S. financial system has traveled from the brink of collapse in iale 2008 
and early 2009 to a more resUient sy’stem with stronger capital, more lirjnidity. 
improved funding, and important progress on reform. Eveir with that progress, 
however, the Financial Stability Ov'ersight Council (Council) believes that the 
financial system in the United States and globally still faces signifit ant challenges. 
In\e,stor confidence has not been restored to pre-crisis levels. The crisis in the 
euro area and general weakness in global economic growth pie.s<Mil idcfiiifsahle 
threats to financial stability. There is still work to be done to address .slnictiiral 
vulnerabilities within die financial system itself. 

A key feature of the current environment is the stress in the euro area, which has 
dis3 up(ed sovereign debt markets and put considerable pressure on euro area 
banks. European leaders recognize the need to address near-term strains and 
arc torn inning to elaborate a path tosvard greater fiscal and financial union that 
would garner both political and market support. Because the combined economies 
of the e\iro area constitrtie the second largest economy in the world and are home 
to many of the world's lar^st and roost interconnected finaticiai institutions, 
problems in Europe could have very real coiisequeticcs for financial stability in the 
United States. 

The potential threats from the crisis in Elurope and continued economic weaknes,s 
in the United Stales and globally underscore the need for regtdutors to continue 
strcngtlicniiig the financial system and addressing .structural vulnerabilities. Such 
tefonns are essential to ensure that financial markets conlitnie to serve (he real 
economy even during periods of stress. Reducing amplification mechani.sms and 
strengthening shock-absorbing capacity make the financial system more rtvsilicnl, 
whether shocks originate from inside or outside the system. This increased 
resilience in turn can reduce, ihoiigli not eliminate, the impact these shocks 
deliver to economic activity and employmem. More broadly, a sound financ ial 
system is a necessary foundation for sustained growth. 

Both our financial health and our reform clTorts art* inextricably linked to 
the rc.sl of the world. The very complexity of the global financial system makes 
designing and implementing effective reforms an inherently challenging process 
that at times moves more slowly than wovdd be the case if we acted alone. 
International coordination is necessary, howev'er, as there are key areas where the 
cfleclivcness of the U.S. rtTorms will depend on a level playing field with strong 
and consistent regulatory regimes internationally. 

Macroeconomic Environment 

Three years after the end of the deepest and longest recession since the Great 
Depression, the E'.S. economy is expanding at a moderate pace, but growth has 
not accelerated to the rate required to make rapid progress replacing lost jobs 
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and iiieeting the employment needs of a growing workforce. Consequently, while 
iinetiiploy mem lias trended down, it remains at unacceptably high !e\’els. 

Inveslnicnt spending in the first half of 2012 appears to be growing at a restrained 
pare, likely reilecting continued subdued confidence and elevated uncerlainty. 

0>i porate balanc:e sheets are generally strong, and large busines.ses have access to 
ample financing in the capital markets. Smaller businesses, in coulrasi, conlimie to 
fiice a tnore challenging operating environment that has constrained their recovery. 

Consumption coniinues to expand, but U.S. households stll! see only modest 
grovslh in income. Housing remains a dragon household balance sheets 
and weighs on broader economic activity, as housing wealth has declined by 
50 percent or $6.8 trillion from its peak in 2006:Q1 to 2012:Q1. Aggregate 
household debt is declining gradually, but remains well abov'e historical levels 
as a percentage of (iDP. Access to mortgage credit is still constrained for many 
households, limiting the extent to svhich they can benefit from low interest 
rates. Overall, the mortgage market remains dependent on the Federal Housing 
Administration and the government-sponsored enterprises (GSEs). Housing 
activity remains weak, but there are some positive signs emerging in recent data. 

Fiscal policy is no longer providing support to growth as it did in 2009-2010, and 
(he federal defic it is declining as a share of GDP. In addition, slates and localities 
arc a drag on demand and emplt^)-ment as they struggle to repair their finances. 
However, the U.S. government has benefited from very low interest co.sts, a factor 
that will reverse over lime as monetary policy normalizes. 

In the long run, U.S. budgetary trends are unsustainable and must be addressed 
in a manner that is consisiemwiih supporting the ongoing recovery. The aging of 
the popvilaliori and the rising costs for health care will add to long-term deficits, 
States and localities remain challenged by unfunded pension obligations. 

Abroad, growth in Europe has slowed sharply as GDP has declined in a 
nuiribc'f of nations. Growth in most emerging market economies (EMEs) 
remains high relative to the industrialized world, but has been slower of late, 
with more variation in performance. EMEs, particularly China, have taken an 
increasingly important role in the global economy. However, dependence on 
export and investment-led growth leaves many of these economies exposed to 
weaker prospects in the developed world. Weak global growth limits the self- 
healing capacity of financial institutions and can put sire,ss on pans of the 
financial system. 

Financial Developments 

Market volatility increased sharply in the summer and fall of 2011 around the 
U.S. debt ceiling debate, and intensified at the end of 2011 and in the spring 
and early summer of 2012 amid concern over Europe. The debt limit debate and 
questions about the political will to resolve U.S. fiscal challenges led Standard 
and Poor’s to downgrade the long-lei m sovereign credit rating of the United 
.States from AA.A to A.A+ in August 201 1. However, demand for U.S. .sovereign 
debt remains strong. As sovereign bond yields in the euro area periphery 
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increased, sovereign yields in the United States, Japan, the United Kingdom 
and (Germany declined further and are now at historically low levels. These 
knv yields reflect both safe-haven inflows as well as expectations that global 
economic weakness may warrant prolonged monetary policy accommodation. 
Kxtraordinarily low interest rates provide essential support to growth and 
jobs, but this low-growth, low-rate environment represents a challenge for life 
insurers, pen.sion funds, money market funds (MMFs), and some banks and 
credit unions, which invest the savings of many Americans. 

Financial stress in Europe and consequent spillovers to the United .States has 
been mitigated to some degree by the aggressive provision of liquidity within 
the euro area. In the initial stage.s of the crisis, the European Ueritral Bank 
(E(iB) purchased peripheral sovereign debt directly. U.S. dollar swap lines wei e 
extended and tlieir fees reduced, and the ECB conducted two large longer-term 
refinancing operations and authorized further financing under the Emergency 
Liquidity As.si.stance proces.s for banks in the hardest-hit countries. 

U.S. litiaiK ial inslilulions have slrcngthened their balance .shetets by augmenting 
their capital levels and by accumulating more liquid assets. They also have more 
stable liinding profiles than in recent years, with greater use of deposits and less 
reliance on short-term wholesale funding. The number of bank failures has been 
decreasing .since 2010, and the FDIC’s list of problem hanks is shrinking. 

Within the euro area, a number of banking systems remain under stress. 
Recently, the Spanish government announced plans to strengthen its bank 
recapitalization fund with EU support. !n late June 2012. euro area heads of 
government proposed to allow the European Stability Mechanism (ESM) to 
recapitalize banks directly, rather than through national governments, and to 
establish a single European banking supervisor. At a .subsequent meeting on July 
9, euro area finance ininislers welcomed the European CtHiimission’s intention 
to present propasals in early -September for a .single supervisory mechanism 
involving the ECB, with the European Council expected to consider these 
proposals by the end of 2012. 

Meanwhile, European financial in.siiuuions are reducing their share of lending 
activity — including sovereign debt purchases — in other euro area states. Cross- 
border financing of ctirrent account deficits by private .sector financial institutions 
in core Europe has declined. Official sector funding, notably in the form of ECB 
loans to banks in peripheral Europe, is making up for this decline. 

Period.s of risk aversion in shon-term funding markets, particularly in the fall of 
2011. have only reinforced the need to promptly address sources of vulnerability 
in lhe.se markets, such as weaknesses in the tri-party repo infra,struciuie and 
among money market funds. Over the past V’ear. the U.S. tri-party repo market 
continued to shift away from non-traditional, riskier collateral towards Treasury 
and agency ohligiuions. Howe\‘er, limited progress has been made in substantially 
reducing the reliance of this market on intraday credit or improving risk- 
managemem and collateral practices to avoid fire sales hi the event of a large 
dealer default. Money market funds continue to maintain short weighted average 
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macia iiies and liavc shifted their portfolio composition more toward government 
debt and repurchase agreements, although they retain some exposure to riskier 
assets. .As highiighted last year, money market funds remain susceptible to 
destabilizing runs because the commitment to a stable net asset value, without 
the requisite buffers to absorb losses, gives investors, particularly instituiional 
investors, an incentive to be the first movers in redeeming shares. 

Meanwhile, advances in technologv' continue to transform the bu.sines.s of 
trading, providing financial markets with enhanced spectl and efficiency while 
potentially enabling increased transparency. The market infrastructure has 
genet ally ftinctioned well over the past year. Still, the trend towards high-speed 
algorithmic trading, and the resulting increases in market complexity, may create 
vuhierabiiiiies like ihftse witnessed in the “flash crash" of 2010. 

Dodd-Frank Impiementation and Activities of the Financisd Stability Oversight Council 

Over the past year, fitiancial regulators have focused on strengthening the 
financial system agaitrst potential threats and eliminating incentives to lake 
excessive risk. These elTons are most notable in steps to implement the Dorid- 
I'rank Ac t. The- finam ial reforms in the Dodd-Frank Act arc dirsigncd to create a 
inorc“ resilient financial svcsfein that is better able to absorb a wide range of shocks, 
whether they originate within the financial system (as with the subprinie crisis of 
2007), outside it (for instance in the event of an oil price shock), or a combination 
of the two (as is the case with the problems in the euro area). Regulators are 
making progre.ss in implementing the Dodd-Frank Act in a consistent and 
coordinated manner. The reform effort has proceeded along four broad 
dimensions: strengthening the safety and soundness of core financial institutions; 
making financial markets move resilient and transparent; implementing new 
authoi itie.s to resolve large, complex financial institutions; and enhancing inve.stor 
and consumer protections. 

As a result of ihisetTort, federal banking regulators have imposed loiigher 
standards on the largest, most complex financial institutiotts. The Federal 
Reserve has proposed enhanced prudeniial standards for large hank holding 
companies — standards that will also apply to nonbank financial companies 
designated by the Council for Federal Reserve supervision. Through the 
Compreheiwivc Capital Analysis and Review ((.XiAR) proce.ss, it evaluated bank 
holding companies’ capita! planning processes to ensure that they would remain 
well capitalized in a stressed economic .scenario. In addition, the Federal Reserve, 
FDIC, OCC, SEC, and CFTC proposed stibsiantively identical proposaLs to 
implement the Volcker Rule, which prohibits banks front engaging in proprietary 
trading, and (subject to certain exemptions) from owning, .sponsoring, or having 
certain reliuioriship.s with, a hedge fund or private equity fund. In June 201 2, 
federal banking regulators finalized changes to the market risk capital rule to 
better reilecl the ri.sks faced \yy an institution and to help ensure: the adequacy 
of capital related to an institution ’.s trading positions. ConcurreniK^ they invited 
comment on three joint propo.scd rules to implement Basel III and the Dodd- 
Frank Act that will increastt the amount of high-quality capital banks are required 
to hold relalixe to their risk exposures. 
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Regiilaioi's led by the FDIC have also taken important steps to build a framework 
under ihe “orderly liquidation authority” (OLA) that could be used t(^ resolve a 
large failing financial company in cases where normal bankruptcy would have 
SCI ious adverse effects on financial stability in the Unitetl Stales. I he purpose of 
OLA is to eti-sure that in the event of a big financial company's failure the cost is 
borne by its shareholders and creditors and not the U.S. taxpayer. Establishing 
the framewot k under OL.A and progressively working through the many practical 
issues required to implement this authority is essential to end the perception 
that some financial companies arc “too big to fail” and to address other moral 
hazard problems, fhe Dodd-Frank Act also requires the largest bank holding 
companies to produce resolution plans or “living wills" to explain how they could 
be resolved in an orderly manner if they failed. In July 2012 the first such plans 
were submitted to ilte Fetleral Reserve and the FDKi. 

A stable financial system also requires resilient and trattsparent markets. To ibis 
end, the CFTC and SEC have proposed and begun to finalize rules that will 
pi o^'ide, for the fu'sl time, a comprehensive regulatory framework for ihe over- 
the-cotmter derivatives market. The CFTC and SE(i have adopted final rules that 
provide precise ilcfinilions of the iustrumcnls and entities to be cov-cred. I'he 
CF TC has adopted rules that increase market transparency for both the public 
and regulators: provide for centralized reporting tif trades; require swap dealers 
to establish risk-management policies; and require swap dealers to interact fairly 
with cu.siomers in their .sales practices. In addition, the CFfC has completed 
rules related to designated contract markets, which will be -able to list and trade 
.swaps, and position reporting rules for phy’sical commodity swaps. Regulators 
are also vvorking together to strengthen financial market utilities (FMUs) — the 
infrastnicmres that transfer, clear, and .settle financial trades — to enhance their 
abilily to withstand the failure of participating firms. To this end, the Federal 
Reserve utid the SEC have proposed, and iJic CFTC has finalized, rules for FMUs, 
including rules establishing risk-management requirements for these entities. In 
addition, the Council has made its initial designations of systemically important, 
FMUs. The Office ofFinamial Research (OFR) is making substantial progress to 
improve the quality and availability of financial market data. 

Rcgiilatcu-s continue to bring grcaK-r iranspart'ncy to the finattcial markets. The 
SF.C has implemented the Dodd-Frank .Act's requirement that advisers to most 
Vtedge f unds and certain other private funtls regi.sier with the SEC, As of March 
31. 2012, public reporting of the idcniiiies of these advisers is required, as well as 
information about the private funds' size and key service providers. In addition, 
in October 2011 the SEC and CFTC adopted a joint rule that requires non-public 
reporting Ijy certain advisers to hedge funds and other private funds to facilitaie 
the assessment of systemic risk. This non-public reporting includes information 
about file operations and risk profiles of these private fumfs, which will enable 
regulators to review risk trends over time. 

Rcgulalons are working to strengthen protections for consumei-s and investors. 
Noiahiy. the CFPB has adopted and proposed a variety of rules ret^uit ed 
under the Dodd-Frank Act, including the adoption of new rules to provide 
protections to consumers who make remittance transfers and the proposal of 
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rules lo consoliclaie mortgage ioan disclosure forms to make loan information 
more useful lo consumers and to reduce burdens on lenders. In addition, the 
CFPB launched its supervision program for ver>' large depositors’ institutiorts 
(in cooniinaiion M iih prudential regulators) and for certain nonbanks. It 
has established its consumer response function, and a.ssumed rulemaking 
respoiisibiliiv for federal consumer financial laws. 

Because (inatu ial markets are global, U.S. authorities arc closely engaged 
in iiueniatioiui! regulatory negotiations as the)' continue to implement the 
Dodd-Frank Act. The effectiveness of reformat home could be undermined 
if risk is able to migrate to jurisdictions with weaker standards. Therefore, it is 
essential to have internationally consistent regulations on capital and liquidity, 
resohiiion regimes, derivatives markets and regulation of large, complex financial 
institutions, while acknowledging that individual countries may require different 
approaches basetl on structural differences in their financial systems. The task of 
achieving strong and consistent global standards is essential because the tihiniate 
outcomes of U.S. and international reform efforts are intimately connected. 

While muih progress has been made, U.S. regulators are operating with 
limited resources to implement reforms that apply to very complex markets and 
institutions and are essential for the national economic interest. Ultimately, for 
these reforms to be succes.sfuK regulators must have the necessary resources lo 
linden ake their policymaking, supervisory and enforcement responsibilities. 

The Council — which brings together our many different regulaloiw agencies — 
has convened 12 times since last ycar\s report to share information on key 
financial devek>pmenl.s, coordinate on regulator)' impleinentaiion, and monitor 
progress on rcxommendaiions from the first annual report. The Council finalized 
a rule outlining the process it will use for determining wliich nonbank litiancial 
companies will be supervised by the Federal Reserve and .subject to enhanced 
prudential standards, including resolution planning requirements. As previously 
discussed, the Counc il has also designated an initial set of sysiemically important 
financial market utilities that will be subject to enhanced risk-management 
standards. It remains focused on both identifying near-term threats and 
addressing .structural vtilncrabilities in the fmaucial sysicm. 

Potential Emerging Threats to U.S. Financial Stability 

Threats to financial stability, like threats to national security, are always present, 
e\'en if the)’ are tioi always easy to discern iit advance. The euro area poses an 
obvious ri-sk to U..S. financial stability. To <lale, euro area authorities haw been 
able to prevent a major dislocation b)' provitling large quantities of liquidity to 
their hanking systems, and by provitling official .sector funding on a case-by- 
casc basis, conditional on fiscal and structural reforms, for nations that have 
lost: market access. The nations under stress bave taken painful steps to reduce 
structural fiscal dcficit.s. and have undertaken some economic liberalization 
in an elTori lo boost growth and competitiveness. Euro aiea leaders have also 
taken actions towards recapitalizing troubled banks. However, the uncertainty 
surrounding euro area developments remains high. 
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Many argue that ihe euro area needs a more system-wide solution that deepens 
finaiu-ial and fiscal integration and completes economic and monetary union. 
Such a solution might include a toadmap to strengthen the institutional 
foundations of the euro, with appropriate governance and incentives, as well as a 
credibk; < risis-fig)iting bridge to that ftiture set of arrangemenis. 

Moreover, the challenges surrounding Greece hav’e focused market atietition 
on the sustainability of countries' euro membership and the costs of a potential 
euro breakup. The establishment of the single currency w'as a remarkable step 
Kjwards greater I'uropean unity, and dissolution of the euro would come at 
great cost . Specifically, market participant.s highlight credit risk, legal risk, and 
redenomination risk — the risk that obligations due in euros will be repaid in an 
alternative, less valuable, currency. 

Ihe direct net exposure.s of large U.S. banks to the most stressed euro area 
sovereigns are very small relative to capital. However, a systemic cri.sis in Europe, 
in which contagion and spillov’er effects spread widely among euro area countries 
and markets, represents a significant risk for U.S. institutions, in addit ion, asset 
price declines due to shocks originating in the euro area would likely have an 
adverse impact on the balance sheets of U.S. institutions, as would a generalized 
deterioration in market sentiment due to increased European volatility. 

While Europe is the principal financial .stability risk facing the U.S. linanciai 
sv'sicm loda\’, it is not the only source of potential threat. The U.S. recov ers’ has 
not yet transitioned from moderate to self-sustainabfo growth. I'he “fiscal cliff’ 
around year end — including expiration of the tax cuts originally enacted in 
2001 and 2003, the expiration of payrcrll tax cut-s and extended imeinploymenl 
benefits, and the Ihidgct Control Acl-maiulalcd sequester — tcpresenls a threat, to 
the recovery and financial stability if not addressed. 

Stntctural and cyclical \veaknes.ses persist in the housing sector, including the 
large number t>fhotisehcdds with low or negative equity in their homes. As a 
re.sult, the housing market could face increased pressures should there be a 
slowdown in economic growth. Meanwhile, cybersectirity remains a constant area 
of concern and potential vulnci ability. 

Risks could also arise from iinceriainiy about the vigor of global growt h outside 
Europe, inc luding in the emerging markets. .Authorities in China and a number 
of other EMEs face the challenge of supporting demand and employment at a 
time of weakness in the industrialized world while attempting to avoid fuelling 
domestic real estate bubbles. China’s subsianiiai coniribuiion to global growth 
and its purchases of advanced economy debt mean that a hard landing there 
would have important implications for the U.S. economy. 

It is essential to enhance the resilience of the financial swiem against both the 
threats that we can identify today and ones we cannot. Vulnerabilities in the 
financial system can be grouped into tltree broad classes or types: inherent 
vulncrabiiitie.s (feaiure.s of our financial system that will always make financial 
markets and institutions fragile), potential control weaknesses (failures in 
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operations, risk nianagemeni, and governance), and behavioral vulnenibilitics 
(incentives to lake too much risk). 

One area that merits ongoing scrutiny is the potential interaction between reliance 
on short-term whtvlesale funding (an inherent vulnerability) and incentives to 
“reach for yield ' (a behavioral vulnerability) in a low interest rate envir oinnent , 
for instance, by taking on excessive duration or credit risk or by shortening the 
uuior of fnndiug. Some iionbauk rmancial companies already rely heavily vrn 
slKU't-ienn nvarkel fmancing, which could represent a source of iustability if 
borrowcis were to have rlifficuJly rolling over liabilities in a lime of stress. Ft^r 
example, while short-term funding markets were not disrupted by the recent 
downgrades of internationally active financial institutions, these events arc causing 
market participants to reevaluate both concentration ajid duration of exposures 
in these markets. While the use of short-term liabilities to fund long-term assets 
is ceiurai to financial iiilerniediation, the risks a.ssociated witli this practice imisi 
be carefnily managed and subjected to appropriate oversight. Events over the 
past year have also highlighted the importance of potential control weakne.sses 
pariiculai iy for concentrated exposures or complex trading strategies. 

While member agencies of the Council are engaged in implemctuing the Dodd- 
Frank /Xet, much of the Council’s attention has also been on vulnerabilities 
that require additional focus l>eyond Dodd-Frank rulemaking. As emphasized 
in last year's report, the instability of short-term wholesale funding markets is 
exacerbated by ongoing structural vulnerabilities in the tri-party repo market and 
in the money market fund industry. These vulnerabilities cannot be adequately 
addre.sse<l only at the firm lerel ami must be tackled at the .system level. 

Cc>n.sistenl with the recommendation of the Council last year, the Federal 
Reserve has now taken a more direct supervisory approach to pursuing the 
nece,ssary changes to the tri-party repo market. Similarly, the SF.C continues to 
work through policy options for much needed reform of money market funefs. 
Section 3 of this report sets out the Council's 2012 recommendations in these and 
ocher areas. 

The Council remains vigilant against potential shocks and vulnerabilities in 
financial inarkecs. Regulators cannot elinunatc risk nor provide guarantees that 
in the event of a ntajor disruption in the euro area or elsewhere, there would 
be no impact on U..S. linancial stability. However, (hanks in part to progress on 
linancia! reform, the U.S. financial system is stronger and better able to absorb 
shocks than was the case even a year ago. Moreover, the member agencies of the 
Council have important tools to combat contagion and mitigate its effects on our 
national economy, and will not hesitate to use these lot>ls should the national 
interest, require them. 
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y\ 11 nil a! Report Recommenda tk ins 

The Doiki'Frank. Act requires the Council to make annual recommendarions 
lo: { i) otiliauce the integrity, efficiency', competitiveness, and slabilily of U.8. 
financial markets: (2) promote market discipline; and (3) maintain investor 
confidenc e. In this section, discuss the ongoing work of the Clounejl, its 

members, and the prh’ate sector to address these important mandates and lay onl 
concreie recommendations. 

3.1 Reforms to Address Structural Vulnerabilities 

Reforming Structural Vulnerabilities in Wholesale Short-Term Funding Markets 

Stable wholesale short-term funding markets are a critical component til a well- 
functioning financial system, but if they suffer disruptions, these markets c an 
rapidly .spread shocks across financial institutions. The Council continues lo he 
particularly focused on structural vulnerabilities in money market funds (MMFs) 
and the iri-pariy repo market, as follows. 

Money Market Funds 

Tlie Council continues to .support the implemeniation of stnicinral refonn.s 
lo mitigate ilie run risk in MMFs. Specifically, these reforms arc iniendrti to 
address the structural features of MMFs that caused a run on prime MMFs and 
ihc freezing of the short-term credit markets after the Re.serve Primary Fund was 
unable to maintain a stable net asset ^'aiue (NAV) in September 2008. In 2010, 
the SEC adopted MMF reforms designed to make MMF portfolios more resilient 
by improving credit quality standards, reducing maturities, and — for the first 
time — instituting liquidity requirements. The 2010 reforms appear to be working 
as designed and meeting the intended goals. 1 lowever, the SEC’s 2010 reforms 
did not address — and were not intended lo address — two core characteristics of 
MMFs that continue to contribute to their susceptibility to destabilizing runs. 

First, MMFs ha\'e no mechanisin to absorb a sudden loss in the value of a port folio 
security, without threatening the .stable §1.00 NAV. Second, there continues to he 
a “first mover advantage” iti MMFs, svhich can Icatl invcst:or.s to redeem at the first 
indication of any pcrceivctl threat to the value or liquidity of the MMF. 

SEC Chairman Schapiro recommended two alternative reforms to address these 
reiuainuig slrucmral fragilities. They' are (1) a mandatory (loaling NAV; and/ 
or (2) a capital buffer to absorb Ios.ses, possibly combined with a redemption 
restriction to reduce the incentive to exit the fund. The Council supports this 
effort and recommends that the SEC publish structural reform options for public 
comment and ultimately adopt reforms that address MMFs’ susceptibility to runs. 

In addition, the OCC issued a proposed rulemaking in .-\pril 2012 that would 
partially align the requirements for short-term bank common and collective 
investment ftinds (STIFs) with the SEC’s revisions to Rule 2a-7 under the 
Investment Company Act. In an efTort to impose comparable standards on 
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coinpat able financial activities, the Council further recommends that, where 
applicable, iis members align regulation of cash management vehicles simitar 
u> MMFs within their regulaiotw jurisdiction to limit the susceptibility of these 
vehicles to run risk. 

Tri-Party Repo Market 

The ehnhnation of most intraday credit exposure and the reform of collateral 
]>raclices in liie iri-party repo market continues to be an area of intense focus for 
ilie (knincil. The Tri Party Repo Infrastructure Reform Task Force was formed 
in Scpieniher 2009 in response to the financial crisis. Before being disbanded in 
Febrnaiy 2012, the Task Force accomplished a number of changes in process and 
practice that laid a foundation for future risk reduction, including: (1) moving 
the daily unwind of some repos from 8:30 a.m. to 3:30 p.m., which .shorten.s the 
period of cretlil exposure; (2) introducing automated collateral substitution; and 
(3) imroducing ihrec.-way trade confirmation functionaUty. While important, 
these change.s do not meaningfully reduce reliance on intraday credit from the 
clearing banks. 

The industry has indicated that elimination of intraday credit associated with 
iri-pany .scuiement will be a multi-year effort. The Council view.s this proposed 
timeline a.s unacceptable to achieve timely substantive reductions in risk. The 
Cottncil recommends that the industry implement near-term steps to reduce 
imruday credit usage within the next 6 to 12 months and an iterative strategy over 
six-month incremems to continue both to reduce intraday credit substantially 
and to iniplement. improvements in risk-managejuent practices acro.ss all market 
panicipams. In addition, the Council recommends that regulators and industry 
jjarlicipams work together to define standards for collateral management in 
tri-pariy repo markets, particularly for lenders, such as MMFs, that have legal or 
operational re.sirictions on the instruments that they can hold. 

Customer Protection Standards and Segregation of Customer Assets 

Financial intermediaries hold customer a.sset.s for a variety of purposes, such a.s 
maintaining cash balances prior to investment and as margin. Intermediaries 
are able to increa.se efficiencies and lower < osts for their customers l)y investing, 
and earning a return on, these customer assets. However, appropriate limits 
on the w;tys in which intermediaries can use these a.ssets, inducting customer 
segregation rules, are a necessary part of strong customer protection standards 
lltat contribute to market integrity and confidence, (fusiomcr protection 
standard, s also help ensure the prompt return of assets to customers in the event 
of a nnandai intermediary s insolvencry. Recent developments highlight tlie 
importance of such standards, including protection standards for trading in 
foreign markets, that arc well-understood by market participants and enforced 
by regulators. 

The CFTC and SEC recently took a number of actions to maintain strong 
standards for cttsiomer proieriion. Specifically, in December 2011, the CFTC 
amended its rules to add additional stifeguards to the processes whereby 
customer funds may be invested In- derivatives clearing organizations and future.s 
commission merchants. In addition, in February 2012, the CFTC adopted new 
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suindiirds to protect the collateral posted by customers clearing swaps ihrough 
iiiuires commission merchants on derivath^s clearing organizations. Kunhcr, the 
SEC’ recently reopened the comment period on a 2007 proposal to amend certain 
cusiomer protection rules. 

The CxOnncil recommends that regulators continue to take steps to eidbrcc 
existing customer protection standards and to enhance such standards going 
forward, particularly in light of the reforms to the swaps market introtluced by 
the Dodd-Frank Act. The Council further recommends that regulators consider 
strengthening regulations governing the holding and protection ot cusiomer 
funds deposited lor trading on foreign futures markcLs. 

Clearinghouse Risk Managament 

The Dodd-Frank Act mandates central clearing of standardized swaps lo mitigate 
the counierpai ty risk inherent in bilateral, over-the-counter (OTC) transactions. 
Although central clearing decreases counterparty risk, it also increases the 
concentration anti operational risks presented by a clearinghouse standing 
between the two sides of numerous transactions. 

The Dodd-Frank .Act provides various tools that can be used to address this 
increased concentration risk. For example, the Council is authorized to designate 
financial market utilities as .sy'stcmically important, which subjee is such utilities 
to heightened risk-management standards. As discussed in more detail in Section 
6, the Cotinci! recently designated a number of rmancial market utilities. The 
CFTC and SEC also took actions to further strengthen clearinghouse risk- 
tnanagemem standards. For example, in No\x*inber 20] 1. the ('K'l'C adojjied 
new r isk-nianagement standards for derivatives clearing organizations and 
tlte SEC continues to work to finalize rules on risk-rnanagemcm standards for 
clearing agencies. 

The Council recoramemls that regulators continue to seek wa^-s to strengthen the 
risk-management standards for clearinghouses and to work together to monitor 
clearinghouse practices across their respective jurisdictions to determine industry 
best practices that could be followed more broadly. 

3.2 Heightened Risk Management and Supervisory Attention 

Robust Capital and Liquidity Planning 

Capital and liquidity bulTers form the ntosi fundamental protection for the 
broader financial .system and the economy against uuexjx'cted risks or failure.s 
of risk management at financial inslituiions. Consistent wiiii the Council's 
2011 report, consklerabie progress has been made over the past 12 months on 
robust capital and liquidity planning atU.S. financial inslituiions. In addition 
to carrying out the 2012 Contprehensive Capital Analysis and Revietv (CCAR) 
exercise, the Federal Reserve proposed enhanced prudential standards, including 
capital and liquidity planning requirements, for the largest bank holding 
companies and for nonbank financial companies designated by the Connell, 
jointly with the FDfC and OCC, the Federal Reserve released supervisory 
guidance on stre-ss testing for all banking organizattions with total consolidated 
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assets over $10 billion in May 2012. !n June 2012, the Federal Reserve, FDiC, and 
OCC invited public comment on three proposed rules that would implement 
in the United States the Basel HI and other regulaioiT capital reforms and 
the changes required by the Dodd-Frank .Act. Concurrently, the agencies also 
approved a final rtile to implement changes to the market risk capital rtilc. 

The Council recommends continued interagency coordination on regulation to 
help ensure enhanced capital planning and robust capital buflers for linatu ial 
instirmions. The Council also recommends continued research and development 
of stress-test tneiltodologies to reflect evolution of the financial markets. 

On liquidity planning, supervi.sors and private sector risk managers should 
closely monitor the risks inherent in short-term funding of longer-term assets. 
Although this practice is an essential function of the financial system, institutions 
should refrain from over-reliance on wholesale short-term funding where it could 
cieate additional vulnerabilities in extreme but plausible stress scenarios. In 
2010, the federal banking agencies, state bank regulators, and the NCUA issued 
a policy statement on funding and liquidity risk management that addrcs.sed the 
imporlauce of casli flow projections, diversified funding sources, stress testing, 
a cushion of liquid assets, and a formal, well-developed contingency funding 
plan as primary tools for measuring and managing liquidity risk. In late 2011, 
the Federal Reserve proposed a rule to require enhanced risk management of 
funding and liquidity risk by U.S. bank holding companies with total consolidated 
assets of S50 billion or more. In addition, the Basel IH liquidity framework 
augments these expectations and proposes thresholds for short-term and longer- 
term funding resilience. The Cotincil recommends that financial institutions take 
particular care to construct their funding models to be resilient to disruptions in 
whole.sale short-term funding markets. 

Effective Resolution Plans 

Effective rt'soluiiort plans for the largest financial institmions arc important 
supervisory tools to address the operational and legal complexity of these 
firms on an ongoing basis, as well as to implement the new orderly liquidation 
authority. Last fall, the Federal Reserve Board an<l the FDIC a)>proved a final rule 
that requires bank holding t'ompanie.s with total consolidated assets of $.’>0 billion 
or more and nonhank financial companies designated by the Council to develop, 
raaimain. and periodically .submit resolution plans, also known as “living wills." 
The FDIC also issued another rule reqtiiring FDIC-insured depository institutions 
with assets of .$n0 billion or more to file resolutiott platts. Taken together, these 
resolution plan rcf|uircmentswil! improve efficiencies, risk management, and 
conliitgency ]>lanning. The Council recomincnds that linns use these plans 
to reduce organizational complexity to I'acilitate orderly resolution under the 
bankruptcy code. 

Bolster Resilience to interest Rate Shifts 

While the ongoing environment of low interest rates supports the economic 
recovery, it can also po.se particular challenges for financial instimiions 
by compressing net interest margins and inducing losses on products with 
guaranteed returns, leading .such institutions to pursue riskier investment 
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sirategies in an effort to “reach for yield.” Often, such straiej^ies only .show their 
negative consequences when a shift occurs in intere.st rates or credit conditions. 
Banking regulators and the NCUA, working with the Federal Financ ial 
Institutions Examination Council (FFIEC), released an advisory on Interest 
Rate Risk Management in january 2010 and provided additional clariOcation 
on this advisor)' through the issuance of an FAQ in January 2012. This guidance 
rcct)i amends stress testing for: (1) instantaneous and significant chatiges in the 
level of interest rates; (2) substantial changes in rates over time; (3) changes in 
the relationships among key market rates; and (4) changes in the slope and the 
shape of the yield curve. The NCUA also issued a final rule in jaiiiiary 2012 aimed 
at mitigating interest rate risk in credit unions. 

The ('ouncil recommends that regulatory agencies and private sector risk 
managers continue their scrutiny of how potential changes in interest rates could 
adversely alfect the risk profiles of financial firms and recommends using extreme 
but plausible interest rate scenarios in stress testing. 

Maintain Discipline in Complex Trading Strategies, Underwriting, and New 
Financial Products 

Events in the past year, including the publicly announced iniding loss al: 
JPMorgan Chase, demonstrate the importance of robust risk management 
when addressing complex trading strategies, illiquid positions, or concentrated 
exposures to areas of heightened risk. Such risk-management practices include; 
•Strong and dear lines of authority, reporting, and oversight: rigoi ous and 
ongoing validation of models used to design, execute, and control trading 
strategies; a formal process for changes to approved models; appropriate risk 
limits and metrics; and simng capital buffers. The Council recommends that 
financial iiistitmioii.s’ .senior management establish, and directors approve, 
strong risk-management and reporting structures to help ensure that risks are 
assessed independently and at appropriately senior levels. The Council further 
recommends that insiuiitions c.stablish clear accotmiabilivy for failures of 
risk management. 

While these examples highlight the importance of risk management in 
trading strategies, similar dynamics operate in maintaining disciplined credit 
underwriting standards and in vetting emerging financial prodttcls. In its 201 1 
Report, the Council noted the importance of maintaining discipline in credit 
underwriting .standards and responding appropriately when there are .signs 
litai loan terms may allow borrowers to take on excessive risk. The 2011 Report 
also highlighted kweraged lending as an area for continued monitoring. While 
there was a pull-back in leveraged lending during the crisis, volume.s have since 
increased while underwriting practices have deteriorated. In response to these 
trends, the federal banking agencies in March 2012 issued for comment revised 
anti sirengthenetl supervisory guidance to govern leveragetl transactions financed 
by banks. The Council recommends that oversight of all of ihe.se aciiviiie.s 
continue to form an ongoing focus of supervisors’ efforts and the Councirs 
monitoring of the financial -system. 
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High-Speed Trading 

High-speed irading activities, combined with automated mechanisms for (he 
generation, transmission, and matching of orders, represent technological 
developments that retjuirc particular attention. Speed and automation confer 
important advantages to financial markets. However potential opeiaiional, credit, 
transmission, and other risks require careful monitoring. This is particularly 
true for markets that have limited experience with high-speed and algorithmic 
trading or where regulatory circuit breakers are not in place. In its 2011 Annual 
Report, the Council stressed the importance of keeping pace with competitive 
and lechnologit aj developments in financial markets. The SEC and CFTC have 
taken a numbei of steps to address potential risks, such as facilitating improved 
audit trails for surveillance use by regulatory authorities, and requiring risk 
controls that pause or hah trading in securities and futures markets, including a 
new “limit up-limii down“ for equity securities (described further in Section 6). 
For example, in }iiiy 2012, the SF.C adopted a rule requiring the .scir-regiilaiory 
organizations (SROs) to develop a plan to create a consolidated audit trail that 
would provide for a centralized order tracking system — capturing customer 
and order event infdi mation for orders in exchange-listed equities and equity 
options, across all markets, from the time of older inception, through routing, 
cancciiaiion, modifiraiion, or execution. This single tracking system would 
enable regulators to monitor trading that is widely dispersed across a variety of 
market centers. The (muncil supports these efforts by the two Commissions. More 
generally, the Council recognizes that acceleration in the speed and automation 
of trade execution requires a parallel acceleration in trading risk management 
and controls. The (anmcil recommends that the CFT(2 and SEC consitler error 
control and risk-managerncm standards for exchanges, clearing firms, and other 
market participants that are relevant for a high-speed trading environment. 

The Council also recommends that the CFTC and SEC continue to track 
developments in current and evolving market structure and analyze the need for 
policy responses when appropriate. 

Issues Related to Cybersecurity 

The quickly evolving cyber threat environment requires strengthening the 
ongoing collaboration and coordination among financial regulators and private 
enliiies in the financial secuir. The Council recommends continued engagement 
by financial regulators with both public and private scefor organizations to 
identify and respond to emerging cyber threats agaitist (he financial system. 

The development of mechanisms for sharing information related to cyber 
threats and vulnerabilities should continue to be explored. Regulators should 
continue to take steps to help ensure that information security standards for 
financial instilvuions arc appropriate to the current threat environment, and that 
examinations assess institutions’ performance agaimt those standards. 

3.3 Housing Finance Reforms 

Reforms to the Housing Finance System 

The L’..S. housing finance system has required extraottlinary federal government 
support over the past several years. Since September 2008, Freddie Mac anti 
Fannie Mac (the gosernmcnl-sponsored enterprises, or CSF.s) have been in 
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coiisct vaiorship under FHRA.. Even today, nearly four years later, a]:)proximate!y 
90 percent of newly issued mortgages carry some form of government support, 
an<l the market continues to lack sufficient private capital to back residential 
mortgage credit risk. 

During the past year, certain member agencies of the Council worked on 
a framework for housing reform that facilitates increased prix aie sector 
invohement, while protecting consumers from abuses and seducing taxpayer 
exposures. In early 2012, FHFA released a Strategic Plan for the GStis to develop 
apjsroaches to mortgage finance infrastructure tliat could support any poleniiai 
jjath towards broader housing reform going forward. The Strategic Plan is 
de signed to reduce tlic GSEs’ risk profile and to increase incentives for the private 
sector to absorb mortgage credit risk through improved pricing and enhanced 
risk sharing. At the same time, it preserves a role for the GSEs in mitigating credit 
losses frotrt the legacy' book and providing foreclosure alternatives to borrowers. 

In addition, the CFPB is working toward implementing important Dodd-Frank 
Act rules to help ensure that lenders make a reasonable determination, based 
on verified information, that a cou-smuer lias the ability to repay a loan. vSueli 
provisions can help protect consumers from matty of the abuses that led up to the 
crisis and can improve transparency and confidence in the tnorlgage markets. 

Member agencies of the Cotmcil are also working to promote more effu ienl 
markets for residential mortgage-backed securities (RMBS.s). In particular, the 
SF-C continues to consider appropriate disclosure rules for RMBSs, forming pari 
of its Regulation AB. which will provide prime market participants with more 
transparent information about the assets undeiiying RMBSs. Enhanced clarity 
and guidelines for asset-backed securities, including securitization of residential 
inorlgages, is also the goiti of work by fiw Council member agencies, along with 
the U.S. Department of Housing and Urban Development (HUD), on the Dodd- 
Frank Act’s risk retention rule. 

All of these efforts are important near-term steps to encourage private capital 
to take on additional moi igage credit risk. Nonetheless, additional certainty is 
necessary about the future of housing (i nance iiifra.st.ructviie and related policy 
issues to further promote the return ol' private capital. In particular, there do 
not yet exist broadly agreed-upon siandartb to characterize the quality and 
consistency of mortgage underwriting. Such siandaixls are necessary to support 
the valuation and liquidity of mortgage-lracked instruments. There continue to 
be non-uniform foreclosure practices across difi'erent states. .And there remains 
uncertainty about the legal liability of a mortgage securitizer should a loan fail 
tf5 conform to representations an<{ warranties that were made about specific 
loan characteristics. 

Treasury and HUD, in their joint white paper on longer-term housing 
finance reform released in February 2011, pul forth a range of options for tht^ 
go\ennncnt’s role in a privatized swiem of hotising fiuaitcc. Treasury' continties to 
t;va!uate these options and continues to pursue working with Congress on these 
issues to su[)porf a safer and more robust long-term housing finance system. 
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T he Ck)uiicil recommends coniinued work to develop a long-term housing 
finaiK c‘ i cforni framework that supports the central role of prhTtte capital and 
ihc emphasis on f oasniner and investor protections in any future housing finance 
system. It is critical for the Council members, HUD, and Congress to continue 
their work to develop standards and best practices. In addressing these issue.s, 
Council members .should be mindful of the important role of housing in the 
economy, the nascent recos’cry. and household finances and act to balance these 
concerns. As the Council members, HUD, and Congress continue their work to 
establish a new and lasting system for hotrsing finance, it is critical to address the 
weaknesses that became evident in the recent housing crisis. 

Mortgage Servicing Standards and Servicer Compensation Reform 
The Counc il continues to focus on the need for national mortgage seiAicing 
standards and servicer coinpensatioii reform to strengthen conBdence in the 
mortgage market. The lack of clear ser\-icing standards in the period leading up 
to the housing crisis led to problems in assisting borrowers to avoid fbreclo.sure, 
inappropriate servicing practices, and additional losses for investors. 

In eat ly 201 1, the federal prudential banking regulators, along with HUD, FHFA. 
and Treasury, lortited an interagency working group to address the need for 
fair, clear, and tmiform national setwicing standards. This followed an earliei' 
review by the Federal Resen-e, OCC, and FDIC of m^or servicers that resulted 
in supervisory consent orders that are now being implemented by the largest 
mortgage servicers. .\ls<» in April 2011, FHFA announced the Servicing .■Mignment 
Initialise for Fannie Mae and Freddie Mac, which produced a consistent .set of 
protocols for servicing mortgages i'rom the onset of delinquency. In Februat )’ 
2012, the federal government (led by the Department ofjuslice. together with 
Treasury and HUD) and T9 staves reached a $25 billion seitlemcnt with the 
nation’s five largest: mortgage servicers to address mortgage loan servicing and 
foreclosure abuses. TTic CFPB Joined the interagency working group in July 2011, 
and in April 2012 provided a public outline of its plan.s for mortgage servicing 
regulations, with forma! rules expected to be proposed for comment this summer. 

In addition, in September 201 1. the Joint Mortgage Servicing Compensation 
Initiative, launched by FHFA, released a discussion document seeking comments 
on two alternative servicing compensation siruciure.s for servicing single-family 
mortgages, The current struciui'e of nun tgage servicing compensation could 
have contributed to an underinvestment in servicing capacity and greater 
concentration in the mortgage servicing industry. One pmjmsal would establish a 
reserve account within the current compensation structure that could be used to 
increase servicing capacity in times of strcs.s. The other proposal would create a 
new fee-for-service compensation structure to better align incentives and reduce 
the capital intensity of mortgage servicing assets. 

Mortgage servicing standards can contribute to long-term servicing improvements 
for all borrowers and <vihcr participants in the mortgage market. The Uouncil 
recommends that the FHFA. HUD. UFPB, and the other agencies, as necessary, 
develop comprehensive mortgage servicing standards that require consistent 
and iransparcn! proce.sses for consumers and promote efficient alternaim's to 
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foreclosure where appropriate. In addition, the Council recommends coiirinued 
efforts to implement compensation structures that align the incenti\es ol’ 
mortgage servicing with those of borrowers and oilier participants in the 
mortgage market. 

3.4 Progress on Implementation and Coordination of Financial Reform 

The Dodd-Frank Act 

In ihc two years since the Dodd-Frank Act became law, members of the Council 
anti Uicir agencies have proposed and finalized a substantial number of rules 
itnplcmencing provisions of the Act, and they continue to work on additional rules 
in a coordinated manner. The reforms in the Dodd-Frank Act strengthen the 
I esilicnce of the financial system and proiade a dear agenda (or the regulatory 
tomnuinity to address vulnerabilities exposed in the recent crisis. .\s described 
in Section ft. the Dodd-Frank. Act establishes new’ protections for financial 
consumers and im'csiors. It improves financial markets through designation of 
and enhanced risk-management standards for syslemically important financial 
market ut ilities. It provides for private fund adviser registration and reporting 
and imposes constraints on risk as well as transparency requirements for 
dcrivaiires markets. In conjunction with international agreements on consistent 
global prtidcnliai standards, the Dodd-Frank Act will require financial firms to 
operate with larger capital and liquidity bullets ai»d better ri.sk controls, and it 
rec]iiires firms to submit resolution plans to the FDIC. Fctleia! Reserve, and the 
Council. Finally, the Dodd-Frank Act provides important new authority to rcrsolve 
a large, cotnplcx financial institution in an orderly manner. 

Finalizing the rulemakings under the Dodd-Frank .\cl and implementing the 
required changes effectively will reqtiire cIo.se coordination among the regulatory 
community and open dialogue with the public and industry. To meet the 
challenges of designing and enforcing these new rules, the resources dedicated 
to fmandal oversight iim.st increase. Regulatory agencies must have sufficient 
resources to allracl and retain talented individuals, acquire needed data, develop 
the requisite analytic capabilities, and invest in systems to monitor market activity 
and enforce the new rules. The (Council recommend-s complete and expeditious 
implementation of the Oodd-Frank Act. along with the provision of the resources 
needed to accomplish this essential task. 

International Coordination 

In its 2011 Annual Report, the Council stressed the importance of international 
financial regulatory coordination. Financial markets are global iti scope, while 
rt'gulalion proceeds at the national ku'cl To [>romole a level global playing ^i<^ld 
and to diminish the risk of having capital flow to the jurisdiction with the least 
rcscriclive regulatory regime, it is essential to have internationally strong and 
consistent regulations that form a coherent and efTective whole, while allowing an 
appropriate degree of autonomy for individual countries to accommodate their 
own particular needs. It is particularly important for international regulators to 
consistently apply strong, well-calibrated standards for the critical areas of capital, 
liquidity, derivatives, central clearing, and failure resolution. 
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(kin>iiclerahie progress has been made over tlie past year on coordinating 
rcgiiiaiorv principies internationally. National regulators continue to implement 
I he Easel III standards; and in June 2012, the Federal Reser\e, OCC, and FDIC 
joinily issiicd the finalized market risk capital rules, as well as three noficcs of 
proposed roleinaking (NTR), that would replace the agencies’ current capital 
requirements with requirements consistent with aspects ofBasel II, Basel 2.5 
and Basel IH. The translation of these international agreements to domestic 
regulaiion is a key step in the regulatory reform efforts and is critical for 
enhaix ing the resilieiu^ of regulated financial institutions and the fmaiicial 
system more generally. 

Furthermore, the Basel Committee established the assessment methodology and 
a capital surcharge Iraniework for globally systemically important banks (CJ-SIB) 
in November 20! 1 to enhance their loss absorbency cajMcity and reduce the 
probabilily of their failure. This metltodology comprises five broad categories 
of size, interconnecietiness, lark of readily available substitutes for tlic services 
piot'ideti. global (cross-jm isdictiona!) activity, and complexity. In the same 
month, the Financial Stability Board (FSB) issued the Ke>' .Attributes of Effective 
Resolution Regimes for Financial Institutions, which was endorsed by the G-20 
leaders and is inientied to provide international standards for national recovery 
and iTsohition planning regimes. Specifically, it addresses the "too-big-to-faiF’ 
problem by tnaking il possible to resolve any financial instUulion in an orderly 
manner without exposing the taxpayer to the risk of loss. 

In adtiiiion, the fmal version of the Principles for Financial Market 
Infrastn!clure.s (PFMI), issued by the Committee on Payment and Seltiemenl 
Systems {(TSS) and the Iniernalioiial Organization of Securities Commis-sions 
(IOSCO), was published in .April 2012. Tlie PFMI covers payments systems, 
central counterparties, securities settlement systems, and other financial 
utilities, and provides an updated set of international standards on issues such 
a.s governance, ri.sk management, financial rcsourre.s. liquidity, and operational 
robustness. These principles are especially important as the international 
cojninunity moves to implement the C-20 commitment to central clearing and 
reporting ofOTC derivatives. In insurance, ihe International As-sodation of 
Insurance Supervisors updatctl the In.surante Core Principles in October of 
last year. These principles provide a global framework for the supervision and 
regulation of the insurance sector. 

The Council recommends continued international cooixlination of Ba.sel III 
impiemenliittoti. with an aim towards consisieni an«l rigorous definiuom of 
capital and risk weights across countries. Tlie Council also recommends the 
continued development of iniernaiiona! standards and national implementation 
for margin, central clearing, and reporting of OTC derivatives; and that 
supervision and rcgtilation of financial market utilities (FMIR) etnbody the 
principles articulated in the PFMI. In addition, the Council recommend,s 
continued efforts to develop strong and internationany consistent procedures 
for the supervision and rcgtilation of global systemically important financial 
insiiiiuions. including appropriate capital and liquidity requirements and 
internationallv accepted resolution regimes for such institutions. The Council 
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strongh' encourages international implementation and enhanced inicrnaiionai 
cocirdination among home and host jurisdictions regarding recovery anti 
resolution planning. 

Data Resources and Analytics 

The Ciouncil recommends that improvement in data standards should be a 
high priority lor Hnancial firms as part of their risk-managemetit process and 
for the regulatory community — not just in the United States but globally. The 
development olThc Legal Entity Identifier is avaluable first step, one that will 
help to identify precisely the parties to particular financial transaelions. It 
will also enable a more accurate and consistent understanding of legal entity 
hierarchies, which is essential for effective counterparty risk niatuigemem. The 
CoiiiKil recommends that the Office of Financial Rcsearrh (OFR> continue to 
wot k with tlie tnemher agencies to promote and establish, where necessary, data 
standards for identification of legal entities, financial jxodticts. and transactions, 
and to improve the access to and aggregation of data by the rctgulators. Finally, 
the Council recommends that cross-border exchange of supervi,sory data among 
supervisors and regulators continue to be facilitated in a manner that safeguarcKs 
the eonfidciilialily and privilege of such inforuiutioii, in order to help provide 
comprehensive oversight of financial institutions with a global reaelj and improve 
coordination on financial stability. 
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Vlacroeconomic Environment 

4,1 U.S, Economic Activity 


The economic Tcrover-^ that began in the. second 
half of 2009 conlintml m 2011 and emiy 2012. 
Nonetheless, the puce ojnetivity and employment 
growth remained quite modest compared iiiilh previous 
emnomic expajisinus, as a number of factors have 
continued, to ziieigh 07i growth in spending and 
produclim. These facton include a depressed housing 
. market, the spillover e. feels of the fi.'.cal and financial 
difficulties in Europe, continued fisud relnmchmenl 
of state and loccd governments within the United 
Stales, uncertainty about the. federal Inidgel and 
related policies, and less credit avctilahdUy for many 
households and small lmsines.ses romfmred lo frre- 
crisis norms. 


4.1.1 Real Gross Domestic Product 

Economic groxvih conlinuecl at a mo<Ie.st to 
moderate pace in 2011 and early 2012. Real 
GDP increased less than 1 percent at an annual 
rate: in ihc first half of 2011. as economic 
activity was held down by temporary factors, 
particularly supply chain disruptions stemming 
from a major earthquake and tsunami in Japan 
and the damping effect of a sharp run-up in 
energy and coirunodity prices on consumer 
spending (Chart 4.1.1). Growth picked up in 
the second half of the year to an annual rate 
of nearly 2.r) percent, as the effects of these 
lejiiporary facior-s waned. Real C>DP ex|>anded 
at an annual rate of 1.9 pcrcimt in the fir.st 
quarter of 2032, and available indicators suggest 
a continued moderate pace of growth in the 
second quarter. Among the factors that are 
hampering growth are a depressed housing 
market, the spillover effects of lite fiscal and 
financial difficulties in Europe, continned fiscal 
retrenchment of state and local governments 
wiiiiin the United Slates, uncertainty about 
U.S. federal budget and policy, and credit 
availability that is significantly tighter relative 
to pre-cri.si,s norms for many households and 
small businesses. 


Chart 4.1.1 Change in Rea! Gross Domestic Product 
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Chart 4.1.2 Change in Real Personal Consumption Expenditures 


Percent End Date: 2012 Q1 Peroerii 
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Chart 4.1.3 Personal Saving Rate 


Percent End Dale: 2012 Q1 Pecent 
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Chart 4.1.4 Private Housing Starts 


Millions of Units End Oats: May-2012 Miflions ol Units 
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Consumption and Residential investment 

Real personal consumption expenditnre.s (PCE) 
increased 1.6 percent in 2011 (Q4/Q4) and 2.5 
percent (annualized rate) in the liist quarter 
of this year (Chart 4.1.2). Real disposable 
income rose more modestly, held down b)' the 
weak labor market. The weak pace of income 
growth over 2011 and early 2012, combined 
with increases in consumer outlays, brought the 
personal saving rate down from 5.2 [tercem in 
late 2010 to 3.7 percent in the first quarter of 
2012 (Chart 4.1.3), 

In addition to the weak gain.s in income, a 
number of other factors also restrained the pace 
of improvement in consumer expenditures. 
Household wealth (relative to income) remains 
w’ell below the elev’ttted levels that prevailed 
in the mid-20()0s. when it was supported by 
house prices and household equity holdings. 
Similarly, underwriting standards remain tight 
for many potential borrowers — parlictilarly 
for mortgage credit, which continues to weigh 
down housing demand ami rclinaiicing activity 
de.spite historically low imere.si rates. In pan, 
these fitclors have been rellectccl in readings on 
consumer sentiment, which remain low relative 
to levels before the financial crisis, despite 
having retraced much of the decline that 
occurred in the summer of 2011 as difficulties 
in Europe Dared and the debate over the U.S. 
debt ceiling became heated. 

The housing market remains st rained. In 2011, 
both new and existing home sales remained 
near the low levels that have prevaihid, on 
average, since 2008. Residential construction 
activity and housing starts remained tepid, 
especially for .single-family homes, given weak 
demand, the abundant slock of vacant home.s, 
and low housing prices (Chan 4.1.4). However, 
recent indicators have been soniewliat more 
encoitraging. Home prices hai'e !>egnn to 
stabilize, with some measures showing an tiptick 
in early 2012, In addition, muliifamily housing 
starts have been trending upward since early 
2010. albeit from low lettls. 
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Business Fixed Investment 

Real business fixed investment (BFI) posted 
a solid increase in 2011, rising 8.1 percent on 
a Q4/Q4 basis. However, growth has been 
slower so far in 2012, and BFI as a share of GDP 
remains consitierably below its pre-recession 
level. Much of the deceleration in RFl this year 
lias been in expenditures on equipnientand 
software (E&S), which rose at an annual rate of 
just 5.'i percent in the first quarter after rising 
9.6 percent (Q4/Q4} in 2011; this step-down 
in E&S investment may be related in part to 
renetved concerns among businesses about 
the global e< oiioink and financial situation. 
Meanwhile, investiuent in nonresidential 
structures has increased somewhat, on net, 
in recent quarters after a period of \ery steep 
declines, but contlilions in the sector remain 
difficuit; vacancy rates for coimncrrial space arc 
still high, prices of existing structures are low, 
and financing conditions for builders arc still 
light despite some .signs of recent easing. 

Government Purchases 

Real government expenditures at the federal, 
state, and local level continue to contract. Real 
state and local government, purchases fell by 
2.5 percent on a Q4/Q4 basis in 2011 due to 
ongoing budgetary pressures, continuing the 
pattern seen since the onset of the recession 
and financial crisis, lical federal govcrninenl 
purchases fell throughout 201 1 and early 2012 
following llie withdrarval of the fiscal stimulus 
provided during the crisis and large declines 
in federal defense spending in 2011:Q4 and 
2012;QL 

Imports and Exports 

Real exports of goods and services rose 4.7 
percent over 2011, boosted by continued growth 
in overall foreign economic activity. The 
increase in export demand was concentrated 
in the emerging market economies (EME.s), 
while exports to the euro area declined toward 
the end of the year. As U.S. economic activity 
grew modestly in 2011. real imports of good.s 
and services rose by 3.6 percent. Altogether, the 
coniribmion of net exports to growth in real 
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Chart 4.1.5 Net Change in Payroll Employment 

Thousands of Jobs End Date: Jun-2012 Thousands of Jobs 
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Chart 4.1.6 Civilian Unemployment Rate 


Percent End Date; Jun-2012 PereenI 



Chart 4.1.7 Labor Force Participation Rate 



Source: BLS 


Note: Gray bars signify NBER recessicns. 


GDP was essentialiy zero last year and in the 
first quarter of this \eai-. 

4.1.2 The Labor Market 

The labor market sirengthetied over the course 
of 2011 and the first several moiiihs of 2012. 
Nonetheless, the improvemeut in em]5lo\'menl 
and other labor market indicaior.s since the end 
of the recession has been modest, and the labor 
market has a considerable distance to go beibre 
returning to the conditions that prevailed prior 
to the recession and financial crisis. 

Nonfarm payroll employmeui ineveased at: an 
average monthly rate of Lt.^.OOO jobs in 2011 
(Chart 4.1.5). The private sector added an 
average of 17.5,000 jobs monthly last \ear, while 
government payrolls dropped at an average 
rate of 22,000 per month (mostly at slate and 
local govxTnments). During the first half of 
2012, private payrolls advanced about 159,000 
per month, just below the average pace in 201 1 . 
and the pace ofjob loss at governments has 
mwlerated .somewhat. Overall throughjune 
2012, the level of payroll employment remains 
about five million below its peak in January 2008. 

The unemployment rate has declined 
significantly, from its peak of 10 percent in 
October 2009 to 8.2 percent in June 2012. 
although it remains far above levels that 
prevailed prior to the recession (Chart 4.1.6). 
.Some of this decline in the uneiriploymem 
rate is attributable to reduced labor force 
participation (Chart 4.1.7), While part of the 
reduction in particifjation renet:ts demogra]jhic 
shifts associated with an aging baby boomer 
population, the weak economy ha.s played an 
important role by discouraging many workers 
fmm continuing to search for positions. In 
addition, long-duration Joblessness continues to 
accovmt for an especially large share of the total. 
In June 2012. 5.2 million persons among those 
counted as unetnployecl — about 42 percent of 
die total — had been out of work for more than 
.six months (Chart 4.1.8). The number of workers 
employed part-time for economic reasons has 
fallen somewhat over the past year, though it 
remains high by historical norms. 
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4.2 Private Nonfinanclal Balance Sheets 
and Credit Flows 

4.2.1 Nonfinancial Corporate Sector 

Tbr ratio nj debt to net nwrlk in the nonfinannal 
corporate sector, ivhkh had spiked, during ike 
doumtnrn, continued to decline in 2011. Credit 
Jlorvs to this sector have remained relalivehf strong, 
u'ith robust bond issuance and an htavased pace of 
lending from bank and nonhank companies. Credit 
quality indicators rnnain solid, with loro delinquency 
and defaid! rales. 

Nonfiiianrial corporalt,' balance sheets 
ci(H.<“ri<>rai.e<l .significantly cbiring llte recession, 
witfi menisui es of balance sheet kn-crage reaching 
liLsiorica! highs. Corporate balance sheets 
improved markedly in 2010 and a bit more in 
201 1. The ratio of debt to net worth in this sector 
is now in liite with its average level over the past 
20 years (Chart 4.2.1). Profits at nonfinancial 
coqxn'ations increased sharply in 2010 and 
retnained high in 2011, driving equity market 
values for nonfinancial corj)oralions back to 
near pre-c:risis levels attd allowing nonfinancial 
corporations to boo.sL capital through 
retained, earnings. In j>articnlar, nonfinancial 
corporations have accumulated a substantial 
buffer stock of liquid assets (Chart 4.2.2). 

This improvement in corporate profits 
and credit cjualiiy supported high levels of 
borrowing by nonfinancial corporate finns. 

In bond markets, which compri.se the largest 
.source of credit to the corporate sector, gros.s 
issuance by investment grade nonfinancial firms 
has been very strong (Chan 4.2.3), although 
issuing firms appear to have mainly used these 
hoiicls to refinance existing debt. Issuance of 
high-yield bonds dropped in the second half 
f)f 20H, but the pace of issuance through May 
2012 remained above the 2001-2012 average 
annual pace. Corporate bond spreads widened 
during fall of 201 1 as investors became more 
cautious in the wake of the U.S. debt ceiling 
talks in August 2011 and developments 
in European markets (Chart 4.2.4). .\$ of 
July 6, 2012 corporate spreads still remained 
elevated relative to early 201 1 . Tlie amount of 


Chart 4.1.8 Long-Term Unemployment* 

Percent End Dale: Jurv2012 Percent 



’Note: Long-term unemploymeni as a percent of total 
Souce; BUS unemployment. Gray bars signify NBER recessions. 


Chart 4.2.1 Nonfinancial Corporate Credit Market Debt to 
Net Worth 


P^cenl End Date: 2012 Q1 Percent 



Chart 4.2.2 Financial Ratios for Nonfinancial Corporations 


Percent End Date: 2012 Q1 Percent 



Source; Compusbt Federal Note: Gray bars sgnify NBER recessions. 

Reserve Staff Esttmale ValueforQl 2012 Is estimated. 
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Chart 4.2.3 Bond Issuance by Nonfinancial Firms 
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Chart 4.2.4 Corporate Bond Spreads 
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Chart 4.2.5 Bank Business Lending Standards and Demand 


Net Percent End Date; 2012 Q1 Net Percent 



commercial paper issuect by businesses edged 
up only slightly orer the past year despite 
relatively stable cost of issuance. 

The net amount of loans to the nonlinancia! 
corporate sector, which include.s loans from 
bank and nonbank sources, rose at an anntval 
rate of $1.^2 billion in 2011. with the same 
pace of growth continuing in the first quarlei 
of 2012. Bank lending to commercial and 
industrial (C&I) borrowers continued to rise 
between June 2011 and April 2012, reaching 
$1.4 trillion. While the bulk of this increase has 
been organic, charter conversion.s by thrifts 
boosted C&rl loans in the banking sector by 
about $16 billion over this period. Ovej' the 
same period, respondents to the Senior f.oan 
Officer Opinion Survey (Sl.OOS) generally 
continued to report less stringent underwriting 
standards and lower spreads on Cik-[ loams to 
large and incdiiim-si>red firms (Chart 4.2.5), 

Available indicators of credit quality remain 
solid: the default rate on nonfinanc ial 
corporate bonds is at a low level by historical 
standards (Chart 4.2.6): CS;I loan delinquency 
rale.s continued to decline through the first 
quarter of 2012 (Chart 4.2.7); and expected 
year-aiiead default rates for nonfinancial 
lirms as mtrastiied by Moody’s KMV model 
remain .steady. 

4.2.2 Commercial Real Estate Sector 

Finanring ainditians in the commercial real eslnle 
sector remain strained folhxuing a long period of 
hanks I'efHtrlmg lighter undenorilmg standards 
and subdued commercial mortgage-backed security 
(FMBS) issuance. 

In contrast to the relatively .sanguine credit 
ccjiuliiions for corporate borrowers, financial 
conditions in the commercial real estate 
(CRE) sector remain .strained amid wx*ak 
underlying economic fundamentals and tight 
underwriting standards by banks. Prices For 
some segments of commercial properties 
have remained at !mv levels, and vacancy and 
delinquency rates continue to be elevaiecl. 
.After a sustained period of ligineniiig, recent 


U FSOC 


\ii}Utal Report 





97 


SLOGS <iat.'a show ihal lenders have generally 
refrained I'roni furlher lighlentng standards 
on CRE loans. Ai the same time, moderate 
Iraciions of respondents indicated stronger 
demand for CiRE loans in recent quaiters. 
Consistent with these results, the decline 
in CRE loans on banks’ balance sheets has 
slowed over the past. year. Nonetheless, credit 
conditions for CRE remain tight by historical 
siandards- In pariicadar, respondents to a 
special (|uestion in the July 2011 SI.OOS 
reported that CRE stantlards were at or near 
their strictest levels since 2005. and the survey 
re.su!is have shown little change in standards, 
on net, since July 201 1. 

After relatively .strong post-crisis isstiance of 
(.:MBS in the first halfof 2011, tite amoimf of 
new CMBS issuance has been more subdued 
recently, and issuance in early 2012 was slightly 
below the pace set in tlte first half 01201 1 
(Chart 4.2.8). CMBS delinquency rates and 
spreads remained high as borrowers struggled 
to refinance much ofihc approximately $.83 
billion in maturing fivtvyear loans ibai were 
originated at the peak of CRE price.s in 2007. 

4.2.3 Noncorporate Business Sector 

Small fmsinexx lending remains subdued, in part 
because of the ongoing lov) real estate prices that 
have reduced the value of potential collateral for 
small business loans. There are some signs, however, 
that credit conditions far small business are 
gradually improving. 

Net worth in the. noticorporate sector, which 
is composed primarily of small businesses, fell 
sharply during the downturn but mi ned up in 
2010 and grew a bit more in 2011. Real estate 
comprises a large share of the as.scis held by the 
noncorporate sector (Chart 4.2.9}, so changes 
in real estate values tend to have a very large 
impact on small business balance sheets. The 
value of real estate assets fell 12 percent in the 
noncorporate sector from 2007 to 2009, leading 
to it significant increase in the ratio of debt to 
net worth (Chari 4.2.10). This ratio recovered 
some in 2010 and 2011, as net worth improved 


Chart 4.2.6 Nonfinancial Corporate Bond Default Rate 

P^cent cff Outst^iSngs EntS Dale: Way-2C)12 Percent of Outsfandmns 



Note: ft-ntontti trailing defaults divided by beginning-of- 
Soufce; Moody's period outstandings Gray bars signify NBER recessions. 


Chart 4.2.7 Noncurrent Commercial & Industrial (C&!) Loans 


Percent End Date: 2012 Q1 Percent 



Source: FDIC, Haver Analytics Note; Percent of total C&l loans. 


Chart 4.2.8 CMBS New Issuance 
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Chart 4.2.9 Noncorporate Assets 


Share of Total Assets End Date; 2012 Q1 Shareof Total Assets 
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Source: Flow of Funds, Haver Analytics 


Chart 4.2.10 Noncorporate Credit Market Debt to Net Worth 


Percent End Date; 2012 Q1 Percerrt 



Chart 4.2.11 Net Borrowing by Nonfinancta! Noncorporate 
Businesses 



2000 2002 2004 2006 2008 2010 2012 

NMe; Season^ adjusted. 
Source: Flew of Funds. Haver Anafytics anmi^ rate. 


and debt contracted .slightly, but it remains well 
above pre-recession levels. 

Smai! busines.ses generally have acce.ss to a 
narrower range of i'mancing options than 
corporations and thus depend more on bank 
loans, frequently secured by real estate. Since 
the beginning of ihe financial crisis, lower 
real estate collateral values and strains in 
the banking sector have constrained credit 
availability for many small businesses. However, 
there are signs that credit conditions fnr 
small businesses arc gradually improving. 

Net borrowing by nonfinaiicial noncorporate 
businesses (timed po.silive in the second half 
of 2011, after declining substantially during 
the crisis (Chart 4.2.11). Fttrihennore, after a 
sustained period of Lightening of slandai ds and 
terms on loans to small busine.sses, respondents 
to the SLOOS noted some ca.sing on loan 
-Standards and spreads in recent quarters (Chart 
4.2.12). In addition, .since the beginning of 
2012. the fraction of banks reporting stronger 
demand for C&! loans from .small businesses 
has edged up. While the stock of small loans to 
busines-ses on bank balance sheets at. the end 
of last year was more than Lfi percent below its 
peak I>cfore the crisis, these loans licked up in 
the fourth quarter of 201 1, registering their first 
increase since 2008. and continued to increase 
in the first quarter of 2012. 

Busine.ss lending by credit iinion.s, which 
predominantly lend to small businesse.s. 
increased by 0 percent in 2011 to reach nearly 
S16.5 billion. Similar improvements in credit 
conditions are evident in the small business 
surveys conducted by the National Federation 
of Indcpeiulent Business. The fraction of firms 
re))orliiig that credit had become more difficult 
to obtain declined through ihe Jirsl tjuartcr of 
2012 (Chart 4.2.13), 

Notwithstanding these improvements, the 
fraction of firms reporting difficulty obtaining 
credit remains elevated relative to the pre-crisis 
period. Owners of new businesses, who might 
hav-e lapped into the equity in their homes 
or met! their homes as collateral for small 
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business loans, have foiind conditions especially 
challeiiging in cecem years, in addition, 
business receivables at finance companies, an 
important sourre ol sma!! business liuancing, 
coniinued lo decline tltrough Februai 7 2012 
and were down nearly 30 percent from their 
peak in july 2008. 

4.2.4 Household Sector 

Ilousfhald net wotih mpmx'ed on net, from 

lilt’ end of 2010 lo llic. fns! (punier of 2012. The 
/rtirlion of household, income needed, to cover debt 
service payments decreased further, though mortfflge- 
relaled deb! re.mnins high relative lo home values. 
Consunierr.redil has grown steadily, mostly owing lo 
an expansion in non-revolving credit, including a 
significant increase in the nMouiil of student loans lo 
finance higher eduralion. 

Aggregate household net worth rose almost 
SI irillion in 201 1 to §60.0 trillion (nominal) 
in 2()11;Q4, then jumped an additional S2.8 
trillion in 2012:QI. This large increase in 
household net wxtrih in the first quarter 
[iriinarily reflected gains on corporate eqtiity 
(directly and indirectly held), although gains on 
real e.staie assets and net saving also coniribulcd 
to this increase in net worth (Chart 4.2.14). 

.As discussed earlier, home prices continued to 
decline in 201 1 but appear to have stabilized, 
and some measures of home prices htive sitown 
upticks recently, Owners’ equity in housing has 
remained near a record low of approximately 
40 percent since mid-20n8 through March 
2012, roughly 20 percentage points lower than 
its average over 1990 to 200,A (Chart 4.2.15). 

All told, the ratio of household net worth to 
disposable personal income is now aroutjd 
its post-WWTl average level, although it is far 
below the level reached in 2007. However, not 
all hotiseholds have cxpcritrnced a signiOcaul 
ivnpn)veineni in their balance sheet positions. 
For example, lower-income households with 
smaller exposures to the stock market have not 
benefnted much from the recowry in equity 
prices over the past several years. 

Household debt outstanding, about ihrce- 
qiiaricrs of which is accoiimed for by home 


Chart 4.2.12 Bank Business Lending Standards and Demand 


Net Percent End Date: 2012 Q1 Net Percent 



Chart 4.2.13 Small Businesses' Difficulty Obtaining Credit 
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'Note: Net Percent > smell businesses reporting credit hsrOet to get than lliree montlis prior 
mmus those reporting credit easier to get than throe rrencha prior. For the population 
borrowing at lenst once every three menlhs. Depicts quonorly averages o( monthly dut». 
Source: NFI8, Haver Analytics 


Chart 4.2.14 Household and Nonprofit Balance Sheets 


Trillionsof USS End Date: 2012 Q1 Trillions of U5S 
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Chart 4.2.t5 Share of Owners’ Equity in Household Real Estate 


Percen! End Date: 2012 Q1 Percert 



N(^e; &ay bare 

Source: Flow of Funds, Haver Analytics NBER recasskms. 


Chart 4.2.16 Household Debt Service Ratio 



Source: Federal Reserve 


Note: Ratio of debt-service payments to 
disposabio person^ income. Seasonaliy 
adjusted. Gray bars sigrtify NBER receswons. 


Chart 4.2.17 Household Financial Obligations Ratio 



Note: Ratio of debt-service payments to 
disposable persona! income. Seasonally 
Source; Federal Reserve adjusted. Gtey bars si^ify NBER recessions. 


mortgages, declined further in 201 1. This 
decline represented, so some degree, efforts 
by hottseholds to pay down their existing 
debt, as well as a low volitnit" of new rnorigage 
originations. It also reflects the effecis of 
foreclosures and “short sales,” which have, 
in the aggregate, reduced mortgage debt on 
hottsehold balance sheets. Mttreover, access 
to residential mortgages remains constrained 
by light underwriting standards, discussed 
further in Section 5.1.4. Deleveraging by 
households, along witli low interest rates, 
various goveniment lax and !i ansfer programs, 
and rising employment and income, have 
helped households manage iheir nioiuhly 
debt burdens. The hotisehoid debt service 
ratio — the fraction of disposable income 
needed to cover household debt payments — 
continued to fall last year (Chart 4.2.16). The 
financial obligations ratio, which measures a 
household's burden from a broader measure 
of commitincnls, including rent payments and 
homeowners’ insurance, also moved down last 
year for homeowners (Chart 4.2.17). 

As of the first quarter of 2012. non-mortgage 
consumer credit outstanding increased nearly 
5 percent from a year earlier to $2,5 trillion, 
Most of this increase in con.surner borrowing 
is in non-revolving credit (Chart 4.2.18), which 
account.s for nearly iwo-third.s of total consumer 
credit as of the first tpiarter in 2012. Aaiiong 
non-revolving credit, student and auto loans 
have been the fastest-growing categories, wil h 
new .student loans printiirily originated by the 
fodcml government. 

(howth in revolving credit, on the other ftand, 
has continued to be weak, even contracting 
recently after posting gains in the fourth 
qtiarier of 2011. The reduction in revolving 
credit is in part driven by the fact that all but 
“super prime" borrowers continue to face 
tight underwriting standards for credit cards 
as lenders pursue higher-qtialiiy borrowers. 
While the credit card limits for super prime 
borrowers with credit .scores greater liian 7.50 
have been increasing since 2011, limits for 
“prime” borrowers with credit scores between 
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650 and 749 picked up onlysHghtly. In conlrasl, 
credii. card limits for “subprime'’ borrowers 
with credii scores less than (>50 continued 
to edge down until the end of 201! (Chart 
4.2.19). Data on credit card solicitations show 
a similar prtd'eiefice by lianks toward higher 
quality borrowers. 

Delinquency rales for consumer credit remain 
low. Sludenl loan delinquencies and defaults 
are above pre-crisis level, but are below the 
peaks seen during the i cce.ssion. Relatively low 
delinquency rales for revolving credit and auto 
loans likely refieel. in part, the composition 
shill toward higher-cpiality borrowers. In 
pariicniar, the increases in delinquency rates 
on credii card and auto loans dnring the 
crisis were largtdy driven by a sharp rise in the 
delinquency rale of subprime borrowers, which 
remains significanUy above historical levels 
(Chart 4.2.20). In contrast, the delinquency 
rales on credit card and auto loan.s to super 
prime and prime consumers were more stable 
through the crisis and are currently at their 
hi.storical averages. 

At the .same time, demand for credit by most 
consumers coniimies to be modest relative to 
the pre-crisis period as households oominiie 
to recalibrate liieir balance sheets in the wake 
of large wealth losses during the crisis, tepid 
gains in labor markets, moderate economic 
growth, and economic unceriainiies. Only a 
.small fraction of respondents to the SLOOS. 
on net, report stronger demand for credit 
by consumers, Looking across the credit 
spectrum, credii applications increased 
slightly over the past year but., through the first 
quarter of 2012, remained largely subdued 
relative to the pre-crisi.s period (Chart 4.2.21). 

4,3 Government Sectors 

Governmml financn in the Vniled States 
deleriomled sharply during the recession, as 
public sector bonoxning largely replaced private 
borroxoing in credii markets (Chart 4.3.1). So far, 
global fmaneial markets hax>e been able to absorb 
the. substantial, increase in U.S. federal debt, but 


Chart 4.2.18 Nonmortgage Consumer Credit Flows 


S.MQr^ % Change tnd Date: 1-Apr-2012 3-Wonth % Chaneje 



Chart 4.2.19 Average Amount of Revolving Credit Available 

Thous^s of US$ End Date: Apr-2012 Thousands of USS 



Chart 4.2.20 Credit Card Delinquency Rates by Credit Score 

Percervt End Date: 2012 Q1 Percent 



Source: Equrfax Note: Subprime < 6S9. Prime 659-780, Superprime > 780. 
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Chart 4,2.21 Applications for Credit 



Source: FRBNY 


Chart 4.3.1 Net Debt Outstanding as a Percent of GDP 


Percent Encf Date: 2012 Q1 Percent 



2004 2005 2006 2007 2008 2009 2010 2011 2012 

Source; Flow of Funds, BEA, Haver Analyses 



Chart 4.3.2 Federal Unified Budget Surplus 


Percent of GDP 


Pereenl of GDP 


Projection 




1 .12 

2012 2016 2020 

Note; Negalive v^ues denote a 
deOcit, Data for fiscal years. 


Source: Congressional Budget Office 


concerns about the prosper/. •: for meaningful drfiril. 

reduction in coming yean pet si si. 

4.3.1 Federal Government 

The deficit in the federal ttniiied budget, 
widened significantly during the recession 
and gradually narrowed thercafier. The 
Congressional Rtidgel Office (CiBO) projects 
the deficit in the eurrent fiscal year to he “.fi 
percent of nominal GOP — 1.1 percentage points 
low'er than in 201 1 but .substantially above the 
average value of I. .*5 percent of GDP for pre- 
crisis fiscal years 2000 to 2007 (Chart 4.3.2). 
This appreciable increase in the deficit mostly 
reflects the usual cyclical response of revenues 
and spending to a weak economy, ;is well as the 
fiscal actions taken to oa.se the effects of (he 
recession and aid the recovery. 

The outlook for the budget over the medium 
term is subject to considerable uncertainty 
with respect to both the performance of the 
economy and the policy path that will be 
followed. The GBO preseiiis two scenarios 
based on different assumptions about 
expenditure and tax configurations. In the 
CBO baseline projection for the period 
through 2022, which assumes that current laws 
generally retiiain unchanged, the deficit shrinks 
appreciably over the next couple of years and 
remains small thereafter. However, in the CBO 
“Alternative Fiscal Scenario,” which is arguabi)’ 
more platisible because it generally maintains 
the tax and spending policies that have recently 
been in effect, the deficit narrows rriurh less 
in the near lei'm and turns back up after 2018, 
mainly because of the budgetary pressures 
stemming from the aging of the population and 
rapidly rising costs for health care. Consistent 
with this projection for the deficit, federal debt 
held by the public is expected to ri.se from 68 
percent of GDP at the end of fiscal year 201 i to 
93 percent of GDP in 2022 (Chart 4.3.3). 

Concerns about the budget outlook weighed 
on the rating agencies' a,ssessments of U.S. 
sovereign debt. In August 2011, Standard and 
Poor’s downgraded the long-term sovereign, 
credit rating of the Cnited States, citing that 
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the elTeclivencss, slabiiity, and predictability 
of American policymaking and political 
instiluiions had weakened at a lime of fiscal 
and economic challenges. (See Box A: Impacts 
of Downgrade of U.S. Treasury Securities.) 
Moodv's and I'ilch ha\'e U.S. .sovereign debt 
on negative outlook. These rating actions do 
not appear to have afrcclet! the demand for 
Treasury securities, as market participants 
continue to purchase U.S. debt for its relative 
safety and liquidity. Bid-lo-cover ratios at 
Treasury security aticlions renitiin at the top 
end of hislorical ranges, and indicators of 
foreign participation have remained on trend 
with recent years. 

Despite the sizable increase in public debt 
outstanding, net interest costs amounted to 
only about 1.5 percent of GDP in recent years, 
consistent with trends of the pasl decade but 
lower than average values during the I99()s 
of about 3 percent of GDP (Chart 4.3.4). This 
decline reflects the fact the interest rates 
have fallen to historically low levels even as 
debt outsiancUng has increased. The average 
maturity of public debt outstanding has 
risen sharply since late 2008 and is above its 
30-year average, 

4.3.2 State and Local Governments 
State and local budgets were strained during 
the recession, and municipalities continue 
to struggle to repair their fiscal positions. 

From the middle of 2008 to April 2012. these 
governments cut roughly O.'rO.OOOJobs (more 
than 3 percent of their workforces) and 
trimmed other operating expenditures to satisfy 
balanced budget requirements. They have also 
reduced capital expenditures, which, in real 
terms, have falleiv to their lowest levels since the 
late 19908. In part because of the weakness in 
capital spending, state and local borrowing has 
decelerated noticeably since the onset of the 
recession, and posted a small decline in 2011 
and in the first quarter of 2012 (Chart 4.3.5). 

State and local government tax revenues, in 
aggregate, began to register mild growth in 
2010 after declining in the aftermath of the 


ChMt 4.3.3 Federal Debt Held by the Public 


PercentDtGDP End Date; 2022 PercentofGDP 



Source: Congresswtd Budget Office Note: Data for fiscal years. 
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Chart 4.3.6 Change in State Tax Revenue 



2000 2002 2004 2006 2000 2010 2012 

Mote: Pcfcent change from s^ne quafl^ 1 year ^o. 
Source: Census Bureau Total Revenues isa sumof aStaxtevenuecorr^KMieots. 


Chart 4.3.7 Change in Local Tax Revenue 



2000 2002 2004 200$ 2008 2010 2012 

Note: PercertI change from same guaner 1 year ago. 
2008:04- 200fr:D3 adiusterJ to ratiecl charrge in sample. 
Sourco: Census Bureau Total Revenues is a sum otaiiiax revenue components. 


Chart 4.3.S Municipal Bond Issuance by Type 


Qlllions of US.$ End Dale; Msy-2012 Billions of USS 



2007 2008 20DS 2010 2011 2012 

Source: Thomson Reuters Nole: 2012 is year-to-date data. 
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financial crisis (Chart 4.3.6). Mticii of the 
improvement has been at the state level, where 
penional income tax receipts in pariicular 
have picked up as the economic recovery has 
proceeded. In contrast, tax collections at 
the local level have exhibited essentially no 
growth over the past two years, ntainiy because 
properly tax collections, wTiicb account for 
roughly three-fourths of local tax revenues, 
have been depressed by the downturn in home 
prices and a reluctance to raise tax rales at a 
time when real incomes of constituents are 
under pressure (Chart 4.3.7). 

Overall, the resources available to state and 
local governments to finance their spending 
remain tight. ITie sector's tax revenues are 
only slightly higher than ihcy were in 2008. 

The federal stimulus grants provided under 
the American Recovery and Reinvestment Act 
of 2009 have laigeiy wound down, and other 
initiatives (e.g.. the Build America Bonds 
program) have expired. .Vlany states have cut 
back on assistance to tiieir localities in order to 
shore up their oivn budgets. Finally, balances 
in reserve funds, which provide an important 
safety valve in times of budgetary stress, liave 
been depleted in many cases. 

As a result of ihe.se budgetary issues, net credit 
flows to state ami local governments have been 
mixed over the past year. While the. amount 
of revenue bonds issued continues to exceed 
the amount of general obligation bonds, the 
share of general obligation bonds among the 
total issuance iiici'easeri substantially in 2012 
(Chart 4.3.8). Net issuance of municipal bonds 
has been slow as of late, in part roflecling the 
weakness in infrastructure investment and 
ratings downgrades by Moody’s over the past 
12 months, which have substantially outpaced 
uj>grades. At the same time, the co.st of 
municiptil bonds — as measured by the yield 
ratio to similar maturiiy Treasttry securities — 
has risen, with imestors denumding higher 
returns from issuers facing fiscal challenges 
(Chart 4.3.9). The issuance of Variable Rate 
Demand Obligations (VRDOs), an important 
source of funding for municipalities, has 
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also i>ecii (ierlining since the iinancial crisis 
(Chart 4.3. 10), A primary reason is the gradual 
reiraction of European banks from providing 
liquidity to this market. 

Budget trajectories will remain challenged 
in coming years, as many state and local 
governments will need to increase their 
roniributions to their employee pension fund.s, 
both to rebuild assets after experiencing 
significant financial losses and to address 
chronic underfunding during the past 
decade. In addition, many governments are 
not setting aside money to fund their ongoing 
obligations to provide health care to their 
retired employees, Unfunded liabilities remain 
substantial. Estimates ofaggregate unfunded 
pension liabilities span a wide range, in part 
because of differences in how liabilities are 
valued, but may be in the range of $2 trillion 
to S3 trillion. (For an additional discussion 
of accoimting issue.s related to state and local 
pension funds, see Section 5.3..5.) Estimates 
for the cost of providing retiree health benefit.? 
are subject to even greater uncertainty, in part 
because of the difficulty of projecting healili 
care costs decades into the future, but one 
estimate ptit the states' collective unfunded 
liability its oC 2010 at o\'er S625 bilhttn. 

4.4 External Environment 

Oulside of the Unilecl Slates, both realized and 
prosjmlive. growth rales have been mixed (nfer the past 
year. The. prhnaiy Jinundal stability Jorus has been on 
the developments in Europe. Despite ongoing ffforls 
by European aulhorilies to contain the crisis, debt 
.su.s1ainahility concerns, fiscal i:onsolidalinn efforts, 
hank deleveraging, and funding market stre.ws on 
hanks and sox/migm continue to weigh on European 
growth pixKspecls. Oulside of Ike euro area, foreign 
growth picked up in 2012:(ll, xvilh loxver groxuth 
in the euro aim and China partly offset try more, 
positive developments in other regions. The lone of the 
incoming data in 2012:(12 is decidedly xveaker 


Chart 4.3.9 Municipal Tax-Exempt Bond Yield Ratios 


Percait End Date: 6-Jul-2012 Percent 



Note; General Obligation 10-year Municipal 
Source: Bloomberg Bond Yields to 10-year Treasury Yields. 


Chart 4.3.10 ARS and VRDO Funding of Long-Term Muni Bonds 


Percent End Date: 2012 Q1 Percent 



4.4.1 Advanced Foreign Economies 
In the aggregate, the advanced economies 
maintained po.sitive growth through 2011 and 
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Chart 4.4.1 Real GDP Growth 



2005 2006 2007 2008 2009 2010 2011 2012 

Source: EMED, CEIC, Haver Analytics. Note: SeasonaBy a(|iisted. 

FRBNY CaiculatKins annualized rate. 


Chart 4.4.2 Developed Market Economies GDP fo-owth 


Percent change End Date: 2012 Percent citartoe 



Chart 4.4.3 Euro Area GDP Growth 


Percent change End Date; 2012 Percent chartge 



'Note: Yew-over-year percerd change. 
Source: IMF. World Economic 2012 data is an IMF estimate. Not all 

Outlook Database, April 2012 euro area countries are included. 
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eariy2012 (Chart 4.4.1). The growth rates 
across ad^'anced ccoiioinies rclJcct a mix ol' 
more posiin’e outcomes in the United .States 
and Japan, among others, and the challenges 
within European countries in managing fiscal 
problems, bank funding scre.ss and deleveraging, 
and structural change (Chart 4.4.2), 

Euro Area Economic Conditions and 
Policy initiatives 

Over the last 12 monihs, the euro area 
sovereign debt crisis intensified as concerns 
about (he sustainability of jtuhlic finances and 
the robu.stne.ss of hanks in some countries 
soared. Some European financial insliuitions 
faced reduced access to funds, reflecting in 
part their large exposures to stressed sovereigns 
as well as their reliance on wholesale funding 
markets, including shori-tcrm dollar Funding 
provided by money market funds, Kuropeati 
leadei's recognize the need to deepen their 
economic and monetary union, as exemplified 
by the new fiscal compact treaty signed by most 
Etiropean Union (EU) members in March 
2012 and by the propo.sal to cestabiish a single 
European hanking supervisor pul forth in June 
2012. Work continues on elaborating a system- 
wide solution capable of commanding both 
political and market support. 

The euro area economics experienced a 
widespread .slowing of economic activity due 
to the intensification of the crLsis, the effects 
of banking problems and the related bank 
deleveraging on lending to the real economy, 
and the impact of fiscal consolidation efforts. 
Despite various measures implemented by the 
European authorities to combat the cri-sis, 
discus.sed below, the euro area (IDP contracted 
by 1-2 percent (annual rate) in the fourth 
quarter of 2011, and the GDP growth rate 
for (he first quarter of 2012 was near zero, 
Similarly, labor market conditions deteriorated 
further, as the unemployment rate reached 
11.1 percent in May 2012, the highest level 
since 1095. 

Growth prospects in the euro area differ acros.s 
countries (Chart 4.4.3). Germany, France, and 






Ii eland conlinue to grow, although at a more 
subdued pace, while Italy, .Spain. Portugal, 
aiid (Ireece are projected to contract, with 
unetnploymeiit rates rising substantially. 
Vulnerable European countries continue to 
face imporlant chaiicuges as they strive to 
improve liscal positions, strengthen vulnerable 
banks, and carry out structural rel'orms to 
improve their long-term growth outlook, even 
as short-term growth is weak or negative. The 
stresses in the sovereign debt markets of euro 
area countries are discussed in greater detail 
in Section .0.1. 

European tmiboriiies responded to these 
des elopmenis wiili a number of policy 
nseasures. In response to Greece’s plunging 
output and diallengcs meeting fiscal targets, 

El ^ and IMF oHicials. ihe (ireek gosxunment, 
and privatt! creditors nnalizeri an enhanced 
rescue package in February 2012. This package 
included a more ambiiious privaic-.sector debt 
exchange: involving a significant pvincijial 
•write-down, together with additional official 
financing through early 2010. (See Box B; 
Greek Sovereign Debt Restructuring.) 

Additionally, European authorities look actions 
to improve tlie fiscal governance in the region 
and to enhance tiicir ability to provide financial 
support to euro area countries under stress. 

EU inerribers, ttxcluding the United Kingdom 
and the Czech Republic, .signcil a new fi,scal 
coinyiact treaty de.signcd to strengthen fiscal 
rules, enhance surveillance, and improve 
enforcement, This (realy, if ratified, would 
require countries to legislate national fiscal 
rules and should generally limit struttural 
fiscal deficits to 0.5 percent of GDP. Authorities 
moved up the introduction of the European 
Stability Meciianism (ESM), a permanent €500 
billion lending facility, to July 2012 — about 
a year earlier than originally planned. In 
addition, they agreed to increase the combined 
lending capacity of their rescue faciliiies from 
€500 bi!!ioti to €700 billion, of which €500 
billion remains uncommitted. Moreover, 
European authorities augmented the scope and 
flexibiliiy ofthc existing facilities, empowering 
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them lo purchase sovereign debt in primary anri 
secondary markers and oiler debt gxiarantcx^s. 


Chart 4.4.4 ECB Liquidity Providing Operations 


European policymakei'.s also took steps lo 
strengthen the capital positions of euro area 
financial institutions. In October of 2011 , the 
European Banking Authority (EBA) announced 
that large banks would be required to buiki 
up “exceptional and temporary" capital 
buffers to meet a core tier one capita! ratio 
of9 percent and cover the cost of marking lo 
market their sovereign debt exposures by the 
end of June 2012. According to a December 
2011 EBA report, 62 banks intended to create 
capital bufTers equivalent to €08 billion, 
about 25 percent larger than required. (This 
does not include the Greek banks and tiu ee 
other institutions that would be recapitalized 
separately by national authorities.) More 
recently, in June 2012, Spain requested KU 
assistance to recapitalize its banking sector. 

{See Box C: Recent Fiscal and Banking 
Developments in Spain.) Finally, in an effort to 
address the link between banks and sovereigns, 
euro area leaders agreed in late June 2012 to 
establish a single supervisory mechanism for 
banks in the euro area and to grant the ESM 
(he possibility of recapitalizing banks directly. 


Meanwhile, the European Central Bank (ECB) 
adopted various jxtlicy measures to support 
liquidity conditions in financial market.s. First, 
in August 2011, the ECB resumed purchases 
of euro area marketable debt, including the 
debt of Italy and Spain, in order to improve 
the functioning of sovereign debt markets 
and facilitate the transmission of monetary 
policy in the region. Then, in December 2011, 
the E(.1B ea.sed rules on collateral for ECB 
refinancirtg operations and scheduled two 
longer-tonn refinancing operaticjns (LTROs) 
to improve banks' funding conditions. With 
the I.TROs, the value of outstanding ECB 
liquidity providing operations has increased to 
over €1.25 trillion (Chart 4.4,4). Moreover, in 
November 2011, the Bank of Canada, the Bank 
of England, the Bank of Japan, the ECB, the 
Federal Reserve, and the Swiss National Bank 
engaged in coordinated actions to enhance 
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their ca|>;Kity to provitie iiquidiiy support 
to the giobai fiiwuKial sysiciii. 5n particular, 
the reduced fees applied to draws on dollar 
liqutduv swap hues provided by the Federal 
R« M I \c is \\« !1 ts the extended expiration of 
thts( fuiliUts were intended to ease -Strains 
in Imanciai tnarkei-s and llicreby mitigate the 
elTects of such strains on the stipply of credit to 
households and businesses, 

I’hcse measures conlribiued to improvenient.s 
in euro area financial conditions during 
the first few inonlhs of this year, with dollar 
funding pressures substantially diminished. 

The net result was a considerable narrowing of 
euro-dollar foreign exchange (FX) .swap basis 
spreads, rcllecting reduced shorl-ierm dollar 
funding pressure for euro area instimiions 
(Chart 4.4.5). Recent utilization of the dollar 
licjuidily swap lines peaked at over SlOO billion 
in February 2012, with the out.sfanding amount 
for the Federal Reserw’s dollar liquidity swap 
lines at S28 billion as of juiy 4 (Chart 4.4.6). 

Orowtli and fniancia! stability conditions in 
the euro area remain under pressure. Market 
participants are attentive to the limited capacity 
of the euro area financial backstop in the 
context of its inultiple possible uses. Although 
the Greek debt restructuring and subsequent 
triggering of credit default swap (CDS) 
contracts, discussed further in Box B: Greek 
Sovereign Debt Restructuring, passed without 
broad market disruption, much uncertainly 
remains in the region. Uncertainly ahom fiscal 
cottsohdation and structural reform highligln 
the challenges of adjustment within a monetary 
union. Meanwhile, concern.s about other 
European peripherals (including Portugal, 
Ireland, Italy, and Spain), especially around 
fiscal sustainability, health of their banking 
sectors, and gtmeral competitiveness of their 
economies, continue to weigh on real growth 
and financial activity in these countric.s. 

4.4.2 Emerging Market Economies 

In the second half of last year, economic growth 
in many EMEs slowed slightly, as earlier policy 
tightening, a weakening of external demand 


Chart 4.4.5 Euro-Dollar Implied FX Swap Basis 


Ba^ Points End Date: 6-j!jl-2012 Basis Points 



Souree: Btoomberg, 

FRBNY osculations "Note: CTRO = longer-tam reBnanoing operat'on. 


Chari 4.4.6 Total Swap Line Amount Outstanding 

BWtons of US$ End Date: 4-Jiil-2Q12 Billions of US$ 



Source: Federal Reserve 
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Chart 4.4.7 Emerging Market Economies GDP Growth 



2005 2006 2007 2008 2009 2010 2011 2012- 

Source: IMF, World Economic 'Note: Yew-cnref-year peitern change. 

Outlook Database, Abril 2012 2012 data is an MF estimate. 


Chart 4.4.8 Net international Financial Flows to EMEs 



Source: Haver Analytics, FSOC colculstions 


owing to the fiscal crisis in Europe, and supply- 
chain disruptions stemming from llood-s in 
Thailand weighed on growth {Chart 4.4.7). 

At the beginning of this year, growth in EMEs 
rebounded, renecting a restoration of the 
normal supply chain and some improvement in 
demand from advanced economies. However, 
the indicators for the .second quarter of 2012 
suggest significantly weaker ac tivity in EMEis. 

On balance, EME.s have received stsbstaniia! 
volumes of net inflows of capital situ e hue 2009. 
which also coniributcd to currency appreciation 
pressures. These inflows decelerated in the 
second half ofia-st year, refleciing both a 
general flight to safely and concerns .about 
growth spillovers from the deteriorating 
situation in Eairope (Chart 4.4.8). Declining 
commodity prices are also a concern for 
some emerging economies, particnlarly in 
Ltitin .America. Overall, while growth across 
major EMEs, inchiding Brazil. .Mexico, Iiuiia, 
Russia, and China, stayed firmly in positive 
territory, these global headwinds weighed cm 
local prospects. 

Chinese growth prospects remain relatively 
solid by international standards, Year-over- 
year growth .slowed in 2()].2:Q1 ft.) ji,isl above 8 
percent, ivdecting weaker investment spending, 
with macro-prudentia! restrictions weighing 
on the properly sector, and slower export 
growth, especially to Europe. A possible hard 
landing of the Chinese economy is a ri.sk that 
conld spill over to other EMEs and the global 
economy, which has created some anxiety in 
financial markets. There are growing conc.ern.s 
that weaker external demand in the advanced 
economies, combined with a deceleration in 
domestic investment, could lead to a more 
prolonged economic slowdown in China than 
was previously expected. Another source of 
concern is the movement of savings into less- 
wcll-n’gulatcd nonbaiik financing channels 
in an effort to obtain higher yields. Finally, 
additional risks could emerge from stresses in 
the banking sector, stemming from the massive 
increase in credit to the domesiic economy 
(“social financing” in the official Chinese 
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teriiliiiologv), deployed as pan of China’s policy 
response to (he global linancia! crisis in 2008- 
2009 (Chart 4.4.9). To coiuain a potential 
run-vij> in infUuion, proi>erty prices, and debt 
levels resuhing from (his credit expansion, 
Chinese authorities began taking a tighter 
monetary stance in late 2010, with some success. 
Rut with the latest tlala pointing to weaker- 
than-expccied economic activity in China in 
the first five months 012012 . anihoritics began 
implementing a mnnber of fiscal and monetary 
measnre.s to support growth. 


Chart 4.4.9 Change In Total Chinese Social Financing 



'Note; Includes other forms of credit such as 


ScuFce; CEiC 


tnjst loans and bank acceptances. 
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Fi naiicial Developments 


5.1 Major Financial Markets 

5.1.1 Sovereign Debt Markets 

Developmenls in soveraign debi markei'i during the 
las! year it’ert hainily iiijlumml l/y the escaUilwn 
of uncertainty j'n euro area sovereign and banking 
sectors and by cotilinued concerns aimiti the domestic 
and global grou'lk outlook. While sovereign dehl 
from the euro area periphery remaim stressed, yields 
for sovereign debt from, the Ihiiled States, the United 
Kingdom, Germany. Switzerland, and Japan are 
at record or near-record lows, reflecting flight fo 
quality and continued expe.clations of accommodaiive 
wonelnry policy. 

U.S, Sovereign Debt 

The low! aniouni of oulsianding U.S. sovereign 
ciebt. has risen lo SITO irillion as of May 31. 

2012 (Chart 5.1.1). Despite this increase in 
supply, the U.S. sovereign yield curve flattcnetl 
cotusiclerably since niid-20! 1, with a decline 
in longer-term yield.s driving this change 
(Chart 5.1.2). The hi.siorically low levels of 
longcr-lcrm yields are a reflection of both 
flight to quality and contimied monetary policy 
accommodation associated with the weak 
pace of economic growth and the elevated 
unemployment rate. 


Chart 5.1.1 Federal Debt Outstanding Held by Public 

TrHIions of US$ End Date: May-2012 Trillkins of USS 



Source: U.S. Department of Treasory 


Chart 5.1.2 Yield Curve 



IMo 5Mo 6Mo lYr ZYr 3 Yr SYr 7Yf 10Yr 30Yr 
Source: U.S. Oepadment of Treasury 


Foreign holdings of U.S. debt remain 
substantial, with over §2.2 irillion of U.S. 
Treasury securities held by China and Japan 
and almost S3 trillion across other foreign 
holders in April 2012 compared to about S2 
trillion and $2.4 trillion, respectively, in .April 
2011 (Chart 5.1.3). Nearly three-quarters of 
those holdings are by foreign official eniitic.s. 


Chart 5.1.3 Foreign Holders of U.S. Federal Debt 

Trillions of USS End Date: Apf-2012 Trillions of USS 



intemation^ monetary policy. Note: Data based on annual survey results. 

June benetimarir surveys each year 
Source; U.S. Department Treasury represent most accurate infonralion. 
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BOX A: IMPACTS OF DOWNGRADE OF U.S. TREASURY SECURITIES , 


I On August 5. 2011. Standard & Poor’s (S&P) lowered their'. 
1 long-term sovereign credit rating on the United States of...:: 
I America to A A+ from AAA and reaffirmed their short-term .. 
1 rating of A-U. S&P stated that the downgrade reflected v. . 

I their opinionthatthe Budget ControlAct,\ftrfiic#>was 
i signed into law on August 2. fell short of what would be 
I ' necessarv to stabilize the government’s medium-term. ■ 
i debt dynamics-’ They further stated that. 'More broadly.- 
! the downgrade reflects our view that the effectiveness. ... : 

I stability and oredtctabiiity of American policymaking and . 
i Doiitical institutions had weakened at a time of ongoing . - 
I fiscal and economic challenges.’ . 

i Before tne downgrade, there was significant market. . . \ 

1 focus on the debt ceiling debate in Congress. As the . - 
I deadline approached, there were dislocations in the ftont .. 

I end ot the Treasury yield curve, and some T-Biii yields 
rose dramatically then normalized after the debt limit.;...: ., 
was raised. 

Because of widespread speculation in the market that 
S&P would take action, and the relatively minor scale 
of the downgrade. Treasury market participants were . 
prepared, and there were no reports of forced selling. 

Also, many institutions’: portfolio restrictions spedficalty 
carved out :’‘obiigations of the U.S. government" rather 
thah specifying a level of degree of credit rating. 

Treasury yields fell, immediately following the downgrade, 
while major sfock indices declined, indicating that 
. investors were, iSss cohcerhed. with ihe inherent . 
riskiness of Treasury securities, than with the potential 
consequences of fiscal retrenchment for the near-term 
macroeconomic recovery.: Specifically, on Monday August 
8 {the business day immediately, following the dovwigrade), 
the lO-year Treasury yeid closed down 24 bads points. 
The cumuiative yeid changes through August It for the 
two-year, five-year, and ten-year yields were -10 basis 
points, -23 basis points, and -22 basis points, respectively 
{Chart A.1): Risky securities lost value following news of . ' 
the downgrade, with the S&P 500 index registering a 6.8., 
percent decline and the Nikkei index falling by 2.2 percent, 
by close of trading August 8 (Chart A,2), 


Chart A.1 S&P Downgrade of U.S. Debt: Flight to Quality 



.:Jul;11 Aog:11 Sep:11 

Soixce: Btoomberg. Haver Analytics 'Note: Spread to Treasuries. 


Chart A.2 S&P Downgrade of U.S. Debt: Effect on Equities 

GrowOiofSI • 5-J<jl-201i to6-Sep-2011 Growth of $1 



Source: Btoomberg 

in addition to, the UtSi'sovefeigh ratihgi several other 
entities were downgraded shortly after. August. 5. These 
included clearinghouses, highly, rated, insurers! and various 
government related entities and their debt. 

There was little madcet reaction to a move by the Chicago 
Mercantile Exchange (CME) to increase haircuts on U.S, . 
Treasury securities just before the downgrade, and most 
. clearinghouses did not adjust their haircuts on Treasury , 
securities even after the downgrade. 
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European Sovereign Debt 
Over the last 12 months, the European 
fiscal crisis iniensified as concerns about the 
stistainabiliiy of public iinances in peripheral 
European cctuiuries cscalaiecl and banks 
sfrug^gied to obtain financing. (See Section 4.4.) 
In July 2011, euro area atiihoriiies proposed a 
\'oluntary debt exchange on Greek soc’ereign 
bonds. This, along with weakening growth 
prospects aiul fiscal slippage, led t.o a surge in 
Greek government bond yields (Chart 5.1.4). 

.'\s discussed in Section 4.4, European 
authorities responded to these developments 
with a number of policy measures. The priv'ate 
sector exchange of Greek smereign debt, which 
was largely concluded in March of this year, 
involved a significant principal write-down 
and additional official disbursements of aid 
financing thinugh early 2016. Tlie insertion 
and triggering of collective action clauses for 
the purpose of the debt exchange caused credit 
default swaps (CDS) contracts written on Greek 
sovereign debt to be triggered, which occurred 
sviliiout ai.iy signifirant market disru]>tk>ns. 

The participation rate in this exchange was 
over 9.5 percent. (See Box B: Greek Sovereign 
Debt Restructuring.) 


Chwl 5.1.4 Euro Area 10-Year Yield Spreads to German Debt 


Percent 


End Date; 6-Jui-2012 


Percent 



More recently, market pressure on Spain 
intensified, On May 11, the Spanish government 
announced a series of measures to addres.s 
vulnerabilities in the Spanish banking sector, 
including enhanced provisioning requirements 
on real estate related ioaiw, clear separation of 
problem real e.state as,set.s into independently 
managed asset management vehiclc.s. and plans 
to have independent external auditors evaluate 
the quality of bank assets, This was fitllowed 
two weeks later by an unexpectedly large 
capital support request from Bankia, Spain's 
fourth largest bank, and on June 9 by Spain’s 
announcement of its intent to request European 
support for bank recapitalization (for which 
European autfiorities agreed to provide up to 
€100 billion). (See Box C: Recent Fiscal and 
Banking Developments in Spain.) 
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BOX B: GREEK SOVEREIGN DEBT RESTRUCTURING 


!n Marcn and April 2012. Greece resfructured - 
approximately €199 billion in government and gov^ment-- 
guaranteed debt througn a discounted exchange of 
instruments. Due to the use of collective action procedures, 
the restructuring was subsequently deemed a credit event • 
bvtne international Swaps and Denvatives Association . 
ilSDA). triggering payouts on Greek credit defautt swaps . . 
(CDS), in the aftermath of the Greek resfructunng event, the. 
CDS market largely functioned as intended.- Despxte early, 
attempts to achieve a purely voluntary resfructunng that 
would have circumvented a CDS trigger, low prehmir^ary . 
participation rates indicated a need to trigger coBecftve -. 
action clauses to force higher participation, which in turn.. . 
triggered CDS payouts (Chart B.1)- 


Chart B.1 Greece: Average Bond Price and CDS 


Percent of Par 


End Date: a-Mar.2012 



. So'urcS: aioomberfi; Markit .. 


.Jamil:.:: . jultn Jan:12 

Slackad chait parUs upfront ptu$ pnce 
sivn to ^proumat^ 100. 
'Unweighted average, construcled hybrid 
^ - of pre-at«] post-exchange bonds. 


. The. exchange reduced Greece’s debt held by the private 
aector by €106^ billion, equivalent to 53.5 percent of the 
tendered debt. Creditors participating in the exchange 
received a combination of new Greek government bonds 
'(31;5 percent for a total of €63 biliion) and short-term • 
European Finaricia! Stability Facility (EFSF) notes (15 
percent' for a total of €30 billion) (Chart B.2), Participating 
creditors also received detachable GDP warrants, which 
pay. up to^ i percent of the outstanding bonds’ face 
amount in years when real GDP growth and nomine 
GDP exceed specified targets. Taking into consideration . 
the lower coupons and extended maturities of the hew : 
bonds, the exchange entailed net present value losses, for 
participating creditors estimated at 75-80 percent. CDS, ,, . 

2 Oil? FSOC // Aommi Report 


protectiOT sdlers subsequentiy paid out only an estimated 
$2.5 billion to protection buyers, reflecting the relativelv 
small net exposure to- outstanding CDS contracts. 


Chart B.2 Greece; Debt Exchange 



€30 billion EFSF n< 


. Soufce: Greek Pubitc Debt Management Agency. FRBNY calculahons 

As With all International Monetary Fund (IMF) programs, 
sustanable debt dynamics were a pre-condition for 
European Union (EU) and IMF lenders to disburse funds ' 
under a second official sector aid program, Greece's debt 
restructuring helped to achieve this, putting Greece’s . 
high public debt burden (165 percent of GDP in 2011) on 
a path toward 120 percent by 2020. Although the debt 
exchange substantially reduced Greece’s outstanding, 
debt to private sector creditors. Greece’s overall debt 
burden IS expected to remain quite heavy reflecting 
continued borrowing from official sector creditors to . 
finance the debt exchange, bank recapitalization costs . : 
related to losses resulting from the debt exchange. and .: 
deteriorating asset quality, and continued deficit financing. 
As a result,, public sector creditors are projected to . 
hold nearly three-quarters of Greek sovereign debt by 
end of 2012; The new Greek bonds trade at distressed 
levels; yelds hovering near 20 percent: reflect Greece’s ' 
heavy indebtedness and the high degree of uncertainty 
about the outlook for implementation of Greece's reform 
program. On June 17. parties supporting the EU/IMF aid 
program won enough seats in the Greek Parliament to 
foitn a governing majority, easing fears about a near-term 
exit'from the euro E^d confirming Greece's commitment 
toreforrhi 
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riu^ strains in the ptripberal euro area 
sovereign deb! and bank funding markets 
also caused additional pressure in some core 
countries, such as France. In August 2011, the 
centra! baiiks of the euro system recommenced 
purcliasiug euro area sovereign bonds, 
inchiding Spanish and Uaiian bonds, in the 
context of she Securities Markets Programme 
(SMP), to address the severe tensions in some 
niarkel segments that had been hampering 
monela! y policy transmissioit. This activity 
occurretl in the coiUcxl of ituensified 
strains in peripheral sovereign debt markets, 
widening credit spreads and bid-ask spreads, 
particularly for Spanish and Italian sovereign 
debt, and sharply higher liquidity risk premia. 
-As funding uiarkets lightened further, euro 
area governments announced plans for 
enhanced lisca! anti slruclural rcloruis, while 
central banks announced the extension and 
repricing of U.S. dollar swap lines, anti the 
European Central Bank (ECB) implemented 
iwo unprecedented three-year longer-term 
refinancing operations (LTRO.s), as tliscussed 
in Section 4.-I. 

These various measures helped stabilize 
markets in late 2011 and early 2012, as new 
governments weie elected in Spttin and Italy. 
However, general uncertainty over conditions 
in the euro area lias increased onre again over 
the past few months, as the sustainability of the 
strategies currently being undertaken in the 
hardest hit countries is called into question. 
Sovereign debt and bank credit spreads 
increased lor Spain and Italy, after having 
narrowed over the nrst quarter of 2012. Credit 
spreads remsiin deviated in many sovereign 
debt and bank funding markets — notably 
for bank maturities beyond the F.CR LTRO 
period of three years — and market functioning 
remains irregular with marked recent pres.siire 
on spreads in Italy and Sp.ain. The primary 
buyers of Kalian and Spanish sovereign debt in 
recent months have been their own domestic 
banks, which in turn rely on ECB financing and 
support. Private foreign investors, such as prime 
money market funds (see .Section 5 .$), have 
continued to reduce participation in euro area 


t-inancial Developments 



117 


BOX C: RECENT nSCAL AND BANKING DEVELOPMENTS IN SPAIN 


Spam announced on June 9 that itintends to request: 
European Union (EU) assistance to recapitalize rts c 
troubled banking sector, Euro area finance ministers 
indicated they would support the request (ot. up to €100 ' . 
biiiion (10 percent of GDP), which is expected to cover. . 
estimated stress-case capital needs plus an additionat : : 
safety margin. On June 21, independent consultants - 
engaged by the Spanish government estimated the-. . . 
recapitalization needs of Spanish banks at up to €62 .r. 
billion under an adverse macroeconomic scenario. The . . . 
formal request is expected to follow this estimate, which is 
within the range of most private estimates Of capita needs 
(€50 billion to €100 billion). Although the announcement . : 
stipulates that no additional explicit conditionairty wiS be. : 
imposed with regards to fiscal policy, Soain must meet 
existing fiscal and structural reform commitments, which 
were previously agreed with the EU 

On June 29. euro area heads of government agreed 
to use eufb. area funds to support Spanish banks. The : 
region's, finance ministers subsequently announced that 
the agreement would be signed oh July 20 and an initial, 
tranche of €30 billion would be disbursed by the end 
of July, The funds yvtli be channeled through the EFSF „ 
to the Spanish government, and then transferred to 
the European Stability Mechanism (ESM) once it is fuily,; • 
operational, Direct ESM. funding to Spanish banks will 
' become, available. .o'niy,,after the establishment of a single 
supervisory mechanism for. euro area banks. It was 
. further'agreed,that'aid ,fdf; the Spanish banking sector 
would hot: be subject, to :the preferred creditor status 
embedded in the ESM.treatyT. ." 


Separately,' Moody’s, S&P. and Fitch downgraded the 
Spanish sovereign by several notches into the BBB 
range within the last two months, largely reflecting 
concerns ^X)ut the Spanish banking sector and fiscal 
performance. The sovereign downgrades were followed 
-by downgrades of the banks themselves. Notably, the 
international Monetary Fund (IMF) concluded from 
.its stress tests that Spain's largest banks appear 
sufficientiy capitalized to withstand a significantly weaker 
macroeconomic environment, given their substantial 
earnings generation from international operations. 

Concern about Spanish fiscal performance has persisted, 
fueling doubts about the prudence of adhering to strict 
budget, targets amid deepening recession. As a result, 
euro area finance ministers agreed on July 9 to ease 
Span’s deficit objectives, raising the 2012 target by one 
percentage point to 6.3 percent of GDP and giving the 
^\,^mment ah additional year—to 2014— to lower the 
deficit below 3 percent of GDP. The agreement will be 
, made official at the next Eurogroup meeting' on July, 20. 

The relaxation of fiscal targets follows two, revisions to: t,he .. 
,2011. fiscal deficit. On May 20, the Spanish government 
revised its 2011 budget deficit upward to 8,9 percent ' 
of GDP from a previous 8.5 percent estimate,^ a' major . 
deviation from the 6 percent'target.; Both the overrun and 
the latest reviston were driven by, the deficits of regional. , 
governments, exposing the difficuity of.reinihg.in.;these. . T 
regional deficits: Market reactidn: to deve.lbp.rn'ents in. . . 
Spain subsequent to the assistance request:was generally 
negative, with yields on,,lO"'year Spahish sovereign debt 
exceeding 7 percent, a euro. era high. .. 
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.sovereign anti bank iiuKliii"' markets. European 
pension lands and insurante companies also 
have reduced exposures to the periphery, 
inrhiding to Spanish and Italian sovereign debt. 

Oiher Sovereign Deb! 

i'he rleclinc in yields across a range of 
developed countries’ sovereign bonds has 
been Itiriher reinloiced by strong investor 
inlcrcsi in liigh credit qualify assets and more 
accomnuxiative iuonetary policies. Throui^ 
eaily |tjiy 2012, lO-year nominal U.S. Treasury' 
yields had declined more than l.aO basis points 
since july 2011, in part reflecting both the 
lower expected path ofshori-lcnn interest 
rales and a lalt in the term premium. The 
pattern of decline in yields has been similar 
foi- German. Swi,ss, and U.K,. sovereign debt. In 
japan, 10-year sovereigr) <icbf yields, which were 
already close to 1 l.o basis points, declined more 
m<)de.stly to just below 8r> basis points over the 
same period (Chart 5.1.5). 

Kmerging European market spreads to 
Treasury yields as measured by the Emerging 
Markets Bond Index Plus {EMBI+), have 
widened over 100 basis points over the past 
year through earlyjuly — largely in line with 
U.S. BUB corporate credit s)>rea<ls — reflecting 
global growth concerns and the pull-back in 
risk appetite, as well a? specific dcvclopmonfs 
in certain countries. The spread.s on bonds 
for other emerging markets also fluctualed in 
response to stre.sses and policies in external 
markets (Chart 5.1.6), Some differences 
across emerging market economics arc 
likely associated with country risk and 
growth prospects, as well as their policies for 
managing capital inflows and omllows. 


Chart 5.1.5 10-Year Sovereign Debt Yields 


P«cent End Date: 6-Jui-20t2 Percent 



Source: Financial Tanes, Haver Analytics, U.S. Department of Treasury 


Chart 5.1.6 Emerging Market Bond Spreads 


Basis Points End Date: 6'Jul-2012 Basis Points 



Note: JP Morgan EMBI-'- Sovereign 
Source: JP Morgan. Haver Analylics Spreads Indices for each region. 


5.1.2 Other Asset Markets 

Axsei markets outside ofsoverripi debt have aho been 
heaxdly injluenced by developments in the euro arm 
and the jrroivlh outlook, with the notable exception of 
afTricutlnral land and some ammtHlilies. Corpontle 
debt spreads widened oxier the past 12 months, wtih 
spreads for financial firms increasing more than Jor 
nonfintnuiol firms. The dollar af/frrecialed against 
the euro, re/lecling continued covrerns with euro area 
peripheral sovereign debt. 
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Chart 5.1.7 Price Changes in Selected Equities indices 


Major Economies 

U.S. (S&P) 

Euro (Eufo Stoxx) 
Japan (Nikksi) 

U.K. (FTSE) 
Selected Europe 
Germany {DAX) 
France (CACj 
Haiy (FTSEMIB) 
Spain (IGEX) 
Emerging Markets 
Brazil (Bovespa) 
Russia (RtS) 

Irxiia (Sensex) 

China (Shanghai SE) 
Source: Capilal IQ 
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Change from 
PostOisis Low to 
6-Jul-2012 


100 % 

24% 

28% 

61% 


75% 

26% 

9% 

11 % 


87% 

173% 

115% 

30% 


Chart 5.1 .8 Global Equities 


Index End Date: 6-Jui-2012 Index 



Source: Capital IQ 


Note: l-Jol-2008 » 100. 


Chart 5.1.9 U.S. Corporate Bond Spreads — Investment Grade 



Source: JP Morgan 


Equities 

U.S. equity markets outperfonned other imyor 
equities markets from mid-year 2011 through 
early July 2012 after a period of considerable 
volatility (Chart 5.1.7). Eqtdty markets in 
adranced and emerging economies fell sharply 
in the third quarter of 2011 as numerous 
concerns — including the unrolding European 
crisis, the sustainability of U.S. fiscal policy, 
and a .slowdown in global growth — weighed 
on sentiment (Charts 5.1.8), By early October 

2011, the S&P 500 was around 17 percent below 
its level at the end of June 2011. The Euro 
Stoxx index declined around 27 percent over 
the same period, rcdecting outsized dedines 
in peripheral equity markets, .^s concerns 
subsequently eased during the firsi quarter of 

2012, buoyed in par! by global ceiUral hank 
actions and ongoing .signs of economic recovery 
in the United States, U.S. equity markets 
reported strong gains. However, much c>f these 
recent gain.s in the United Stales have reversed 
following weaker than expected data on the 
U.S. recovery, weak global economic data and 
renewed concerns about the European crisis. y\s 
ofjuly 6. 2012. the S&P .500 was nearly 4 percent 
lower than at the end of the first quarter of 
2012, and European stocks fell almost 10 
percent over the same period. 

Coiporate Bonds 

Corporate botul spreads to .sovereign 
eqtiivalents in the United State.s and Europe 
have generally widened since mid-2011. 
although this des'elopment has been less 
pronounced in the United States. A particular 
feature has been the large divergence between 
s|)vcads on debt issued by financial firms 
vemis nonfinancial firms, as investors focus 
on risks a.<sot;iaied with the financial sector 
(Chart 5.1.9). A similar pattern can be found in 
the relative increase in CD.S spreatls of financial 
firms over nonfinancial firms. Issuance of 
cowred bonds has outpaced unsecured debt, 
issuance in a number of European banking 
systems, reflecting increased concerns about the 
creditworthiness of these instiuiiions. Overall, 
U.S. dollar corporate bond issuance has 
rebounded strongly in 2012, particularly among 
nonfinancial Lssuers. 
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Foreign Excnange 

Over the past 12 ntonths, foreign exchange 
Hiarket.s were strongly iiilhicnced by euro 
area deveiopnients and nionctar)’ policy 
expcetalions. The euro broadly declined over 
!h<! second half 012011 and first half of 2012, 
with downside pressure against the major 
currencies particularly evident late in 2011 
and 2()T2:Q,2. In dollar-euro markets, bid-ask 
spreads widened slightly and options markets 
I)laced abose average value on protection from 
further euro depreciation. Within Europe, 
the sharp depreciaiion against the safe haven 
of the Swiss franc prompted a strong market 
interveniion by tlie Swiss National Bank in 
August and early Sepiember 2011, ctilminating 
with the establishiramt ofa floor for the euro- 
franc exchange rate. Downside pressure on 
the euro against major ciirtx^ncics abated 
somewhat in early 2012, particularly against 
the yen. file Bank of japan had intervened 
in foreign exchange markets in late October 
through early November 2011, selling yen and 
buying dollars, and also engaged in further 
monetary easing through the end of/^pri! 2012. 
The improvement in risk lone over that period 
was also associated with a partial rebound in 
many emerging market currencies, alter they 
had depreciated sharply in the second half 
ol' 201 1 as rtdJecuxI in Utc other important 
trading partners (OITP) and broad dollar 
indices (Chart 5.1.10). More recently many 
emerging market currencies fell against the 
dollar, prompting intervention by sonic of these 
countries to support their currencies. 


Chart 5.1.10 U.S. Dofiar Exchange Rates 



AilXW Js#;09 Jul;10 Jul:11 Jui:12 

Source: Bloomberg. 

Federal Reserve SroadlrxkxlhalileniilciruilMw^elyoutsMIOacounliyofissue. 


Overall, between July 2011 and July 2012, the 
U..S. dollar appreciated hy nearly 15 percent 
against the euro, was broadly unchanged 
against the yen, and appreciated against most 
emerging markets currencies. Options markets 
are again placing a relatively high value on 
protection agaiii.st euro depreciation, as 
measured by the price difi’eremia! between oui- 
of-liie-money puts and calls. 


Commodities 

Commodity prices have displayed elevated 
volatility for the past several years, driven by 
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Chart 5.1.11 Commodities 


Index End Date: 6-Juf-2012 Index 



Source: Bloomberg Note: 1-Ji4-2006 * 100. 


Chart 5.1.12 Farm Land Prices and Value of Crop Yield 

US$ Per Acre End Dale; 2011 USS Per Acre 



Source: USDA, FSOC Calculations 'Note; USS value of aops grown per a< 


Chart 5.1.13 Agricultural Real Estate Debt Outstanding 



SouTCfl: USDA, Havsr>^alyUcs 


inarkei-speciBc fuiidaiiientu! factors as wcil 
as broader global growth concerns and risk 
sentiment. Oil prices rvere near their ihree-year 
highs early in 2012, with continued geopoliiical 
uncertainly in the Middle East raising concern.s 
over global supply and limited spare capacity. 
More recently’, however, prices moderated 
slightly. In the United States, nominal gasoline 
prices were also near historic highs early in 
2012 but have likewise moderated. Naiura! 
gas prices almost halved over the past year 
on expectations of increased supply arising 
from hydraulic fraciuring technology (Chart 
5.1.11), though prices increased again through 
July 6, albeit from quite a low base, as result of 
announced cutbacks in drilling and some signs 
of accelerated coal-to-gas switching activity. 
Industrial metal prices have also declined 
since June 2011. with the majority of the fail 
occurring in the third quarter of 201 1, when 
global growth fears were most pronounced. This 
period w'as also associated with marked strength 
in gold prices. Commodity markets continued 
to function well with only limited impact from 
the bankruptcy of MF Global*, despite its role 
as a futures clearing merchant in these markets, 
(See Box D; MF Global Bankruptcy.) 

Agricultural Land 

Agricultural land ralue-s are estimaUKl to have 
increased further through mid-20] 1, driven 
by increasing crop yields, rising commodity 
[)rices. favorable crop export conditions, and 
low interest rates (Chart 5.LJ2). Adjusting for 
commodity prices and improvements in crop 
y ields, agriculturtd land values have retreated 
somewhat from the record highs reached in 200.5 
an<l 2006. Price-to-reni raiio.s for agricultural 
land are at multi-decade liighs for a niimlier of 
C.iorn Belt and Plains states but have moderated 
from peaks for the United States as a whole. 

Currently, aggregate incomes in the U.S. 
farm sector are performing well, forecasts 
for production and demand are positive, and 
tlebt lereis in general do not appear to have 

’ Chairman Gensler did not participate in the preparation 
or review of the portions of this report speoiRcaliy regarding 
MF Global, 
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bt-en rising sharply. Adjusiing tor innation, 
cnncni agricultural real estate debt levels 
rcinaia siguiricaiitly below the levels of the 
late ll)70s (Chart 5.1.13). The Farm Credit 
System and coiiuimnity banks that specialize in 
agriculture lending have the hulk of exposures 
to agricultural land. Delinquency rates on real 
estate farm loans at commercial banks declined 
in recent quarters to about 3 percent at the end 
ol 2()]1, slightly above the historical average of 
about 2.6 percent over the past 20 years. 

5.1.3 Wholesale Funding Markets 

Use ofshori-inrn wholesale fiindini'lMS dmftjied 
signijiriiiilh', 7i>ith da'liiit;s in oiilsUmdiug xiolume.'! of 
both rejnmhnse agrmimits and mrpomle paper. This 
developmenl is likely lo enhance slnhility of funding 
sources for (inavdnl instHulious, at ihese entities 
shift to more stable funding such as retail deposUs. 
lloxomer, this shift is partially due lo markel reaclion 
lo uncertainly and flight lo safely, and it could be 
retraced as these uncerlainlirs abate. 

Short-Term Wholesale Funding Markets Overview 

Short-term wliolesale funding niark<?ts, 
which include large time and checking 
deposits, repurchase agreements (repos), 
and commercial paper, provide tinancia) 
intermediaries with fimds vital supplement 
retail deposits to support their activities (Chart 
5.1.14), Sources of lending in the who!e.sale 
short-term funding markets are largely 
wholesale cash pools, including cash on the 
balance slieeis of noiiHnaucial companies, 
reinvestments of cash collateral from securities 
lending, cash held by long-term mutual funds, 
and money market funds. These sources of 
funds have grown markedly as a percentage of 
GDP over the past two decades, although this 
percentage has been dcditiing tbvough the first 
quarter of 2012 (Chart 5.1.15). Nonfinandal 
corporate cash, in particular, has been growing 
at an accelerating rate, a pattern that continued 
through early 2012. 

Measures of reliance on short-term wholesale 
funding of domestic banking firms continue 
CO decline and remain well below their peaks 
in 2008 (Chart 5.1.16). Slow growth in loans 


Chart 5.1.14 Large Bank Holding Company Liability Structure 


Siare of Tot^ End Date: 2012 Q1 Share of Total 
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SouK»: FDIC. * Other = cotmnercial paper, florivative oayaWes, securities sold 
FR Y-SC short and everything categonzed as 'Other' reported in FR Y-9C. 


Chart 5.1.15 Wholesale Cash Investors 
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Source: Flow of Funds. Haver Analytics 


Chart 5.1.16 Retail Deposits vs. Short-Term Wholesale Funding 
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relative to large deposit itillows. wliirli bav<- 
been bolstered by die FDIC's temporary 
unlimited insurance coverage for non- 
interest-bearing transaction (ieposils. also 
supported this deciinc. 

Recent LIBOR Investigations 

Recent investigations into possible manipvilation 
of the Ixmdon huerbank OITered Rale (LIBOR) 
underscore the importance of flTective control 
processes to help ensure the integrity of funding 
markets. LIBOR rates serve as reference rates 
for most interest rate derivativt's and variable 
rale loans. 1 lowever. iJBOR rates are not 
transaction rates. Rather, the LIBOR rate for a 
given currency and tenoi’ is ctiiculated based on 
the rates submitted by a panel ol inciriber banks 
each morning to the British Bankers' .Association 
(BBA). The accuracy tif LIBOR as a tneasure of 
interest rates in the London interbank market 
depends crucially on the accuracy ofbanks’ 
responses to the BBA survey. 

While media reports of attempts to manipulate 
the rates have surfaced as far bark as 2007. 
concerns with the tniegrity of the LIBOR 
process escalated in late Jutte 2012. vSpeciftcally, 
on June 27, in an internaltonaliy coorclinated 
enforcement effort, the CFTO, U. S. 

Department ofjustice (DOj) and the United 
Kingdom Financial .Services Anlhority (FSA) 
each arinottnced actions fmding that Barclays 
had provided false information to the BBA 
stirveys and attempted to manipulate LIBOR 
and another benchmark, the Etuo Interbank 
Offered Rate (Euribor), on numerous occasions 
and sometimes on a daily basis over a four- 
year period, commencing as early as 2005. In 
jtddition, coruiin Barclays euro swaps ir;K:lcr.s, 
led at the lime by a senior trader, coordinated 
with and aided and abetted traders at other 
batvks in attempts to manipulate Euribor. 
Among other things, Barclays improperly made 
submissions both to benefit its derivatives 
trading positions and to protect against 
negative perceptions of the bank's health. 

Barclays entered into sclilemenl agreements 
with the CFTO. DOJ and FSA, The CFTC 
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imposed a $200 million penalty and issued 
an Order requiring Barclays to implement 
measures to help ensure ihai its submissions 
are iransaciioii focused, based upon a rigorous 
and honest assessment of information and 
not influenced by conflicts of interest. Among 
Giber \mdcrtakings in ihe ClFTCf Order, in 
making submissions, Barclays transactions will 
be given the greatest weight subject to certain 
specified atijustincnis and considerations. In 
addition. Barclays was ordered to implement 
firewalls to prevent improper couuminications 
and submissions. .As part ofa non-prosecution 
agreemeni., the DO) ordered Barclays to pay 
a Si60 million penalty. In its action, the FSA 
imposed a penalty of .CnB.o million. 



Chart 5.1.17 Estimated Value of the Repo Market 


Repo Markets 

The overall rep<i market i.s composed ofboth 
bilaieral transactions negotiated between 
two market participants and iri-party repo 
transactions in which the exchange of cash and 
collateral is administered by a clearing bank. 
The size of the overall repo market is difficult 
to measure, due to issues related to netting and 
accounting conventions. Ackiiiionally, existing 
(lata do not provide adequate visibility into 
cite comptssiiion of repo activity. Chart 5.1.17 
displays two measut (i's of the size of the repo 
market: tri-party repos and primary dealer 
repos, which include both tri-party and bilateral 
repos. According to both measures, the overall 
volume of repo activity remains substantially 
below that siten in the run-up to the crisis. In 
particular, u i-party repo activity pcakrrd in 2008 
at $2.7 trillion and fell below Sl-8 trillion in the 
years since tlte end of the recession, well l^elow 
pre-crisis levels. 


As the volume of tri-party activity has declined, 
so has the level of traditional and non- 
iraditional collateral in tri-parly since July 
2008. Traditional collateral con.sisks of Treasury 
securities, agency mortgage-backed securities 
(.MB.S), agency debentures, and agency 
collateralized mortgage obligatioas (CMOs). 
Non-traditional collateral includes corporate 
bonds, equities, private label CMOs, asset- 
backed securities {.^BS), commercial paper 
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Chart 5,1.18 Tri-Party Repo Collateral Distribution 

~ ,r.~, Mofiev fvfertiel 



(CP), Other money murkei iiisirumems;, whole 
loans, and municipal bonds. Non-iradiiional 
collateral accounts Ibr only 16 percetii of iri- 
party collateral as of May 2012 (Chart 5.1.18), 
down from 21 percenc of the loial in May 201 1 
and 25 percent in July 2008. Among irathiional 
collateral in the tri-party icjjo markci, the 
share of Treasury securities has increased at 
the expense of agency paper, consistent with 
relative shifts in su))ply and fliglil-to-qiiaiity 
in recent years. Most types ofnon-traditional 
collateral have fallen significantly, with ]>rivatc 
CMOs declining the most. 



Scufcs; Federal Resarre, Haver Ariatytics 


There are considerable concerns about 
structural \veaknes.se-s in the tri-parly repo 
market. (See Box G: Ongoing Vulnerabilitie.s in 
the Tri-Party Repo Market.) 


Chart 5.1.19 Commercial Paper Outstanding 

Trillions of US$ End Dale: May-2012 

2.5 


Commercial Paper and Asset-Backed 
Commercial Paper 

CP outstanding peaked at S2.2 trillion in July 
2007 and stood atSl.O trillion at May-etid 2012 
(Chart 5.1.19). As of May 2012, as.sel-backed 
commercial paper (ABCP) accotints Ibr 32 
percent of the market, finaticiai conimercial 
paper accounts for 48 ]>ci ceni, and iionfirtaitcial 
corporate commercial paper accounts for 
20 percent. Financial CP and cenifK:ates of 
deposit (CD) outstanding are around 40 to 
50 percent below their pre-crisis peaks and, 
in recent months, financial commercial paper 
outstanding has continued to decline, largely 
due to redttced flemand from int'estor.sfor 
foreign bank commercial paper. 


ABCP was only about 6 percent of the tot al 
commercial paper market in 1990, but it 
accounted for abovtt 60 percent of the total 
market in mid-2(}()7, or approximately SI. 2 
trillion. The market has shrunk, steadily and, 
tvs of the beginning ofjuly 2012. it i.s currently 
at about S311 billion out.standing, with foreign 
bank sponsored conduits comprising the 
majority of the market. The Moody’,s downgrade 
of 15 large U.S. and European banks in June 
2012, discussed in Section 5,2, also resulted 
in the downgrade of 18 .\BCP conduits that 
rely on these hanks for liquid iiy siipport. The 
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a!Tecie(f conduiis have a combined value of 
almosi S70 billion. These downgrades elicited a 
noticeable inarkel response, with an increase in 
the COS! ol 'funding these conduits. 

Sscuritics Lending 

Securities lending is a tran.sacuon involving 
the temporary transfer of a security by one 
parsy (the lender) io another (the borrower), 
iii exchange for collateral in the form of either 
cash or non-cash inslniments. Institutions 
may want to borrow securities to facilitate 
short selling, for derivative hedges, or to 
avoid failing on a delivery. The main lenders 
of securities are institutional investors, such 
as pension plans, investniem funds, and 
insuratsce companies. The main borrowen: are 
hedge funds, broker-dealers, asset managers, 
derivatives traders, and market makers. Most 
domestic secnrilies lending is done against cash 
collateral. Typically, the lender of a security 
pays iin interest rate to the borrower for the 
cash collateral, Lenders, in turn, seek to earn 
an additional return by investing this cash in a 
variety of instruments. 

Tlte global value of securities lending 
traiisactions remained fairly flat through June 
2012 at an average value below S2 trillion 
(Chart 5.1.20), The total market value of 
securities on loan in the United Slates was 
about $820 billion at the end of the second 
quarter of 2012. About ,50 percent of the total 
U.S. market is represented by U.S. government 
securities, about 40 percent by equltic,s, and the 
rest by fixed income securities. Reinvestmertt 
of cash collateral from securitie-s lending 
declined in volume over the past year from STT.'S 
billion in 20H:Q,1 to $670 billion in 2012;Q1. In 
addition, the weighted average maturity of .such 
cash reinvestment declined markedly in late 
2011, likely in response to concerns tvssociated 
with the euro area debt situation (Chart 5.1.21). 


Chart 5.1.20 Value of Securities an Loan 

TiffionsofUS} End Date: 29-Jun-2012 


Trillions of USS 



Chart 5.1.21 Securities Lending Cash Reinvestment 


BUNonsofUSS End Date; 2012 Q1 Days 



Note: WAU » weighted 

Soiffce: The Risk Management Association average matority. 


5.1.4 Housing Markets 

The housing marhel remains stressed. Hmoever, 
nalional hovut prices show signs of stabilizing after 
a long-lerm decline, and some measures of Imise 
prices have shown uptieks recently. Housing mctrkels 
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Chart 5.1.22 National Repeat Sales Home Price Indices 



100 

20DO 2002 2004 2006 2008 2010 2012 

Source: FHFA, CoreLogic, Note: Jan-2000 = 100. ‘Seasonal/ Adiu^Bd. 
FSOC Calculations Gray bars signify NBER recessions. 



Not«: likely unOer^ied because 
Source: UPS Applied Analytics, CoreLogic oIlrKorrciietedeia onjiawxftwis. 


Chart 5.1,24 Mortgage Delinquency and Foreclosure 


Percent End Date: 2012 Q1 Percent 



Source: Mortgage Bankers NcHe: Percerti of aU mortgages. 

Association, Haver Analytics 'SeasonolyAt^usled. 


conlinue to be weighed dimm by elevakd invcniories of 
foreclosed homes, homes in ike forerlosurc process, and 
homes in danger of foredosure, allhoiigk (he InKer 
has been decreasing over the past year. In addilion, 
ihe inx>mt(ny of existing homes [or sale has conlhnicd 
to decline and nozo stands a! Inuds comparable lo 
2004. Despite the overall improvemenl in ('coriomic 
and financial market conditions and historically low 
interest rales, access lo residevlinl mortgages rr'?j;r27H,v 
constrained. The pziblic .sector conlimn’s to offer 
solutions aimed at stabilizing Ihe housing moTkels by 
providing r^nancing and modification options to 
prevent additional foreclosures. 

Housing Market Overview 

Housing activity remains at a historicaily 
low level. Home prices conlimieri to decline 
through late 2011. though early 2012 showed 
signs of stabilization, including a rise in some 
housing price indices (Chart 5.1.22). National 
house prices are still as much as 50 percent 
below their peak in 2006. Going into the second 
quarter of 2012, nearly 15 million homeowners 
had mortgage balances exceeding the values 
of their home.s. a condition known as "negative 
equity" (Chart 5.1.23). Although housing .starts 
and existing home sales remain significantly 
below pre-crisis highs, they have risen by more 
than 30 percent from their respective 2009 and 
2010 lows through April 2012. The inventory 
of existing homes for sale has declined 
signittcaniiy ctver the last two years and is 
currently comparable to levels last seen in 2004. 

Indicators of credit quality in the residential 
mortgage -sector continue to reflect the 
challenges confronting homeowners and 
lenders. The fraction of mortgages that 
are delinquent more than 90 days but not 
yet in foreclosure is sometimes referred 
to as the “.shadow inventory” of homes in 
danger of foreclosure. This mea.sure has 
declined from a high of 5 percent to around 
3 percent: however, it remains at elevated 
levels. Moreover, there has been little change 
in the fraction of mortgages ihai arc in 
foreclosure, which remains arotind 4.4 percent 
(Chart 5.1.24), The inventory of mortgages 
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t!i:U are in some stage oi'lhe loreciosure 
p!X)cess remains high <Chart 5.1.25). 

fvlortgage Credit Fiows 

Mortgage rredii. Onws remain quite constrained. 
High unemployment and heightened 
miceriainty comribuled to weak provision of 
liousing credit, but tighter credit .standards 
have also been a major factor. !n particular, 
the credit quality ofnew originatioiis — both 
purchases and rermances — is far higher than 
prior to the crisis (Chart .5.1.26), According 
to the Senior Loan Ofiicer Opinion Survey 
(SL.OOS) data, the persistent net tightening 
in mortgage credit standards from 2007 
through 2009 has only recently begun to 
ease, and only for pritne residential loans. 

When asked to indicate their \villingnes.s to 
originate government-sponsored enterprise 
{('.SE) eligible mortgages relative to 2006 for 
borrowers across a range of creditworthiness, 
banks were loss likely to lend to all credit 
categories except those with pristine credit. 
While higher credit scores and larger down 
payment.s tended to increase banks' willingness 
to lend, many banks were unwilling to provide 
mortgage credit even when the loans were 
within GSE requirements. Higher “put-back 
risk” (the risk that the mortgage originator may 
have to repurchase the loan ifil violates the 
GSE’s requiremeuLs) and borrower co.sts, along 
with dinicully in obtaining mortgage instuame, 
were, cited <i.s important factors contributing to 
hanks' reluctance to originate such loans. The 
events of the last scs’cral years also exposed 
severe defic iencies in the nation’s hon.sing 
finance inlrastruciure. In areas ranging 
from the securitization process to servicing 
of delinquent mortgages to the foreclosure 
process, a system that was designed for a rising 
mai:ket was shown to function poorly in a 
declining price environment. This incrca.sed 
the level of uncertainty among market 
participants, contributing to constrained 
credit availability. 


Chart 5.1.25 Foreclosure Pipeline 


WRioos End Dale: 2012 Q1 Miliions 
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Note: Numbers scaled by 

Source: OCC and OTS Mortgage Metrics Reports estimated coverage rate. 


Chart 5.1.26 Median Credit Score at Mortgage Origination 

FICO Score End Dale; Apr-2Q12 FIDO Score 
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Measures to Strengthen the Housing Market 

To strengthen the housing market, the 
govcrmneiu developed a number of programs 
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Chart 5.1.27 HARP Refinancings ” providmg ,o si rugglmg 

homeowners. inducHng Makinq Home 


Thousands of Loans End Date: 2012 Q1 



2009:Q2 200904 2010:02 2010:04 2011:02 2011:04 

Source: FHFA 


Affordable (MilA), the Home Afl’ordable 
Refinance Program (HARP) and the Hardesi 
Hit Fund. MllA, which was announced in 2009, 
was enhanced in January 2012, with expanded 
eligibility to reach a broader pool of distressed 
borrowers. As of April 2012, MHA has granted 
over 1.1 million homeowner assistance 
actions, mostly through the Home Affonlabie 
Modification Program (IIAMP), which 
provides first lien pcrnianenf niodiftcations. 
Additional MHA programs include a second- 
lien modification program, an uneinploymenl 
forbearance pi'ogram, and a short-sale or 
dced-in-lieu-of-forcclosure program. The 
end-<late of MIIA, based on the January 2012 
enhancements, is December .SI, 2013. 

In April of 2009, the Home Affordable 
Refinance Program (HARP) was established 
to help iiomeowncrs refinance their GSK- 
guarameed mortgages if they had a loan-to- 
v'alue ratio (LTV) higher than 80 pet cent . As 
of March 2012, 1.2 million loans had been 
refinanced out of an estimated 3 to 4 million 
HARP-eligible homeowners. In October of 
201 1. the FHFA announced modincalion.s to 
HARP in an efibit; to increase efficiency and 
expand the eligible universe of borrowers wiio 
can l>cnefit from refinancing. The revisions 
extended the expiration until December 2013, 
removed the 125 percent LTV cap in order to 
accommodate more borrowers with negative 
equity, and provided additional representation 
and warranty relief for same-servicer refinances. 
These changes seem to have led to increased 
HARP refinancing in early 2012 (Chart 5.1.27). 

In 2010, the Haixlest Hit Fund was announced, 
which provides S7.6 billion to Housing Finance 
Authorities in the 18 states most affected by 
price declines and unemployment as well as 
in the District of Columbia. These funds have 
been used to develop a range orprogram.s 
tailored to their local housing markets, 
including mortgage payment assistance 
for unemployed borrowers, reinstatement 
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progi'iints, principal redncyon, and transition 
assistance for borrowers. 

In addition to these proirranis. the government 
agencies have made snbsiantial efforts to 
address loan servicing and foi'eclosure abuses, 
in earlv SOlii, 49 stales and the federal 
government announced a $25 billion settlement 
with the five largest loati servicers. Under the 
terms of the settlement agreement, servicers 
are required to pay $5 billion to be allocated to 
stales, borrowers, and the FIIFA. In addition, 
servicers are also required to dedicate $20 
billion toward various fonns of financial 
I'elief'to borrowers, including reduction of 
principal balances on loans with negative 
eipiity and assislarice in refinancing. These 
actions complemeiu consent orders and other 
actions already being taken by the OCC, the 
FDiC, the Federal Reserve, and the FUT.A to 
address ant! correct deficirncics in mortgage 
foreclosure processing. 

Government-Sponsored Housing Enterprises 

Government support, to Fannie Mae and 
Freddie Mac has helped keep mortgage credit 
markets functioning, as private securitization 
largely remains absent, At the end of 2011. G.SE 
mortgage credit flow accounted for 71 percent 
of total mortgage origination (Chart 5.1.28). 
considerably higher than pre-cri-sis levels, with 
most of the remaining originations coming 
from the Federal Mousing Administration 
(FMA) and Department of Veterans Affairs 
(VA). Resiclemial mortgage-backed securities 
(RMBSs) continue to be issued .solely by 
housing-related GSF..s and Ginnie Mae (GNMA), 
with negligible issuance of securities by non- 
agency entities (Chart 5.1.29), 

The Qnancial position of the G.SEs has 
improved recently. In 2012:Q1, Fannie .Mae 
earned ,$2.7 billion income, and it did not 
request additional capital .support from the 
governnieni. In emnrast, Freddie Mac reported 
a net income gain of million for the same 
quarter and is seeking an additional S19 million 
in capita] from the Treasury (Chart 5.1.30). 
.Although the loss rate from single-family 


Chart 5.1.28 Mortgage Originations 

Pwcent End Dale: 2011 Percent 
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Chart 5.1.29 Issuance of RMBS 

BSBons of US$ End Date: May-2012 
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Source: Thomson Reuters, Dealogic 


‘Note: Annual rale. 



Source: SEC, SNL Financial 
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loans has been declining, this activity is still 
the main driver of losses at the GSKs. As of 
March 31, 2012, Fannie Mae and Freddie Mac 
reported single-family mortgage delinquency 
rates of 3.7 percent and 3.5 i)erceni respeclively, 
representing the lowest deiinquency rales 
since 2009. 

5.2 Bank Holding Companies and 

Depository Institutions 

5.2.1 Bank Holding Companies 

Bank holding covif/anies (BHCs) coniinue lo 
enhance ifwir mvrall s/rength with improved capital 
and lUfuidity posiiions. Both the quality and 
nmounl of capital at BHCs continue lo improve due 
to pmilh’e operating results, enpilal raising, and 
trgulaJory changes. Most of the largest BHCs have 
resumed capital distributions after tindergoing stress 
testing and rapilal planning under the enhanced 
supendsion of the Federal Reserve. However, 
revenues at the largest BHCs remain challenged by 
general market uncertainly, slowing global groxolh, 
and the loiv interest rate environment; credit default 
swap (COS) spreads remain elevated, and increases 
in pretax income continue to he driven largely by 
non-recurring items. 


iTiajoriiy of commercial banks are owned 
by BHCs, which include the bank and any 
nonbank subsidiaries such as broker-dealers, 
investment companies, or insurance companies. 
As of year-end 2011. there were 4,743 top tier 
BMCs in (he United States (excluding Puerto 
Rico), w'ith aggregate assets of about $17,4 
trillion. Aggregate pretax income in 2011 
totaled $148 billion, an increase of 26 percent 
from 2010 (Chart 5.2.1). 

Capital and Liquidity 

In aggregate, capital ratios for BHCs improved 
fmm 2010;Q4 to 2012:Q1, with the tier one 
common capital ratio under current risk- 
based capital rules (“Basel I") increasing 1.4 
percentage poinis to 11.1 percent as of 2()12;Q1. 
Increases in retained earnings, primarily 
from positive operating results, contributed 
1.1 percentage points to this increase, while 
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addiiional capiia! raising contributed 0.4 
]K'i cenlagc })(>iiiis (Chart 5.2.2). 

Fertile 19 largest BIKis. capital ratio.s 
continue to improve from post-crisis levels, 
with the aggregate tier one common capital 
ratio uiulcr Basel i improving 1.5 percentage 
points from 20!0:C)4 to 2012;Q1 to 10.9 
percent (Chart 5.2.3). These lOBlIClsalso 
underwent additional stress testing as part 
of the Comprehensive Capital Analv'sis and 
Review 2012 (CCAR 2012). Similar to the 2011 
<;xercise, (X-AR 2012 was a forward-looking 
cross-sectional analvsis de.signed to examine the 
capital planning processes at these firms. A ke\' 
part oi the Federtil Reserve ,s examination was 
a supervisory as.sessmeni o! capital adequacy 
under a hypothetical stress scenario. This stress 
scenario was inleniied vo help ensure a rigorous 
assessment of the BUCs’ capiia! plans and was 
signilicanily more severe than prior stress tests. 
For example, tine of the macroeconomic factors 
used in the stress scenario is the unempltiyment 
rate, which peaks at just over 13 percent for 
CCAR 2012 — considerably higher than the 
comparahie stres.s scenarios in both the 2009 
Stijjerv isory Citjiilal Assessnient Program (S(AP) 
and the prior )'e:tr’s CX-l-AR exercise (Chart 5.2.4). 

In the hypothetical stress scenario, the Federal 
Reserve projected that the 19 BHCs would 
have a total of S438 hillion in tier one common 
capital, implying an aggregate tier one common 
ratio under Basel I of 6.3 percent at live end of 
the nine-quarter projection period — vvell above 
the 5 peixent target e,siablished in the Capital 
Plans Rule issued by the Federal Reserve in 
November 2011. The pro forma capital level 
under the stress scenario actually exceeded 
the BI ICs' aggregate tier one common ratio 
at the slart of the 2009 SCAB, rcllccling the 
more than $.300 billion increase in tier one 
common equity at these BHCs since early 2009 
(Chart 5.2.5). However, 4 of llie 19 BHCs had 
one or ntore prnjtxtied regulatory capita! ratios 
fall below regulatory minimum lev’els at some 
point over the stress scenario horizon. 


Chart 5.2.2 Change in Tier 1 Common Ratios for Aggregate 
U.S. BHCs 


PercsnlirfRVVA End Dale; 2012 Q1 PercenlofRWA 



Tiefi RWA Netlssu.ince RslainKi Olher Her 1 

CwnnKSi Change erfStexA Earnings Afliustinents Coinnron 
(4Q10) hnpasS (1012) 


Sowce; FR Y-9C Note: Domestically owned BHCs. 


Chart 5.2.3 Change in Her 1 Common Ratios for 19 Largest BHCs 
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Source: FR Y-9C 


Chart 5.2.4 U.S. Unemployment Rate: Actual vs. Stress Scenarios 

Percent End Date: 2014 Q4 Percent 



'Note: Unemployment rale trajectory 
Source; Federal Reserve in respective stress scenarios. 
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Chart 5.2.5 Initial and Stressed Tier 1 Common Capital Ratios 


Percent As Of: 2012 Percent 



Actual Stressed Actu^ Sll^sed 

4Q0a 4010 3011 4Q13 

Note: Ag^eQdte ratros of 19 paftidpaSng 
b3.-i>: hoMng companies Poa.stress 
Source: Federal Reserve esUirales see supervisory esSmates 


Chart 5.2.6 Consolidated Liquidity Ratio* for Top 50 BHCs 



1995 1999 2003 2007 2011 

•Liquidity Ratio « sum of Cash & Ous From, FFS, Repos. U.S. Treaaotie*. U.5. Oo». 
Ajanciessnd U.S. Gov. Soonsorsd Agencies divided by Total AsseA. 

Source: FR Y-9C, SHCPR, OCC Catoulatiors Note: Top 50 BHCs by asset size. 


Chart 5.2.7 Short-Term Wholesale Funding at Largest BHCs 


Trillions of US$ End Date: 2012 Q1 Percent 



Note: Aggregation of BAG. C. JPM. and 
Source: FR Y-9C WFC. Gray bar sigrrifies NDER reces^on. 


Along with higher capital levels, b.iiaiu:e sheets 
at the largest B1 ICs continue in l>e more robust, 
as assets became more liquid and liabilities 
more stable following the iinanciai crisis. 

In particular, the fraction oi assets on BHC 
balance sheets consisting of highly liquid assets 
is more than two standard des iaiions aboie its 
average from 1995 to the end of 2011 (Chart 
5.2.6). Less reliance on shon-ienn wholesale 
funding (Chart 5.2.7), combined wiiii an 
increase in core deposits, of fers a more stable 
and resilient funding base. 

Since some of this rebalancing away from 
short-term funding acro.s.s all banks is a result of 
flight to quality by wholesale ftindiug suppliers 
and since some of the increase in core deposits 
may be associated with the expanded FDIC 
guarantee that is scheduled lo expire at the 
end of 2012, the longer-run persistence of these 
balance sheet improvements is unre.solved. 
Moreoiei', some banks have large amounts of 
wholesale funding that are not necessarily fully 
covered by liquidity buffers. 

For U.S. BHCs with assets less than .?.”)() billion, 
the tier one common ratio under Basel I 
improved by approximately i,6 percentage 
points to 12.6 percent over the 20K);Q4 to 
2()12:Q1 period, primarily clue to capital raising 
(1.4 percentage points) and positive operating 
results contributing to retained earnings 
(1 percentage point) (Chart .'5.2.8). These 
increases were somewhat mitigated by the 
increase in risk-weighted assets that reduced the 
tier one common capital ratio under Basel I by 
0.7 percentage point. 

Many BHCs continue to engage in moderate 
share repui'chases and dividend payouts in spite 
of continued economic uncertainty, forthcoming 
higher regulaioi 7 capital requirenienls, and 
enhanced regulatory scrutiny, Although man)' 
of the 19 largest BHCs that participated in the 
COVR resumed disiribiuions of capital in the 
(brm of dividends and sitare re)>ui chaseK in 
2011, U.S. BHCs saw only a slight increase in 
dividends and a net issuance of common equity 
in aggregate (Chart 5.2.9). 
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As noicd in the (kiuncirs 20il Annua! Report, 
the Base! (’.ommitice on Banking Supervision 
{RC'BS) agreed in December 2010 to a further 
revised set of capital and liquidity standards 
coiieclively leferret! to as Rase! !!!. In June 
2012. the Federal Reserve, FDIC, and OCC 
invited piibiic cornvneui on three proposed 
rules that would revise and replace the agencies’ 
ctirren! capital rules. These proposals would 
implement, in the United Stales, the Basel 
Hi regulatory capital reforms from the BOBS 
and the changes rt*quired by the Dodd-Frank 
Act. .4mong other minimum slandards, the 
proposals would establish a lier one common 
equity tequiremeni equal to 4.5 percent of 
risk-weighled assets, li would also e.siab!ish a 
capital conservation buffer above the minimum 
risk-based capita! requirements, which mast 
be maintained to avoid re.sli'iclions on capital 
disiribulions and certain discretionary bonus 
payments. As proposed, and consistent with 
Basel in, banking organizations generally 
would begin implementing the proposed capital 
reforms onjanuiiry i. 2013, and would be fully 
subject to the new standards by January 1 , 2019. 
Concurrently, the agencies also approved a 
final rule to implerricnt changes to (he market 
risk capital rule, including those made by the 
BCBS in 2003 and 2010, to better capture 
positions for which the market risk capital rule 
is apprnpriaie. The final rule will be effective 
on January 1, 2(313. 

In November 2011. the BCBS released its 
fraiTicwork and assessment methodology to 
itlentiiy globally .systomically important banks 
(G-SIB) lliat are subject to an additional 
common equity tier one capital buffer ranging 
from 1.0 to 3..3 percent of risk-weighted assets. 
Eight U.S. RllCs were designated as G-SIB and 
would be subject to the higher capital standards 
beginning in 2016, with full implementation 
by 2019. As with Basel 111 standards, the G-SIB 
Irainework wouicl be incorporated by member 
Jurisdictions into their local capita) rules. 

Performance 

Despite strengthened balance sheets and 
liqtndicy, BMC market indicators have been 


Chart 5.2.8 Change in Tier 1 Common Ratios for BHCs < $50B 
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Chart 5.2.9 BHC Dividends and Repurchases 
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w-eighed down by concerns around poteiuial 
contagion Crom Furope, among other 
vulnerabilities, disctissed further in Section 7. 
Within the subset of 60 BllCs with assets greater 
than $10 billion, aggregate pretax income 
increased by 20 percent in 2011 to SlSS billion, 
but return on assets still rcrtiaiiis kwer than tite 
lec'els that prevailed iti the 10 yeans before the 
crisis (Chart 3.2.10). Trading revenue in 20! l 
was negatively affected by sharply lower client 
activity and volumes tun iii ['eaits of Eu ropean 
contagion and concerns of .slowing global 
economic growth. Earnings were also adversely 
affected by the interest rale environtnent 
characterir.ed by both low sliorl.-fenn rates and 
low term premiums. Fnrtbennore, ttppioxiniately 
40 percent of this pretax income for 201 1 was 
due to two non-recurring accounting items: (1) 
increased releases of reserves against losses on 
loans and leases due to improved credit quality; 
and (2) so-called “debt valuation atljustmenis" 
(DV.\). whereby decreases in the mark-to-market, 
value of a BHC’s liabilities is booked a.s a profit, 

U is unclear to what degree these non-recurring 
items will rout rilnttc to the profitability of U.S. 

B1 ICs going forward, as the jjace of reserve 
releases continues to decline, and potentially 
tightening credit spreads would result in 
reversals of these mark-to-market DVA gains. 

On June 21, 201 2. Moody’s announced the 
results of its review of the credit ratings of 
large international banks with global capital 
markets operations. Fifteen global hanks were 
downgraded, with 10 of these banks incurring a 
two-notch downgrade to their long-term ratings; 
Oedii Suisse was downgrttdeci three noidtes. 

(In addition, two dealer banks. Nomura and 
Macqtiarie, hadlreen downgraded in .March.) 
These downgradevs reflected a rc-as.sessmenf by 
.Moody's of heightened uncertainties associated 
with capital market operations, However, 

Moody’s continues to rate more high))' those 
banks seen to have superior risk-management 
capabiliiie.s. more con.servat.ive funding profiles, 
and/or lower reliance on capital markets 
activities. These ratings actions were generally 
in line with market expectations and with prior 
guidance provided by Moody's in February. 
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Market indicators 

Following the heiglueiied of duress in 
capital markets during the second half of 
2011, market indicators for BHCs reflected an 
improved investor setuiment and greater risk 
appetite in early 2012. These improvements 
later receded during the second quarter of 
2012- I’he market capilali/-alic>n weighted price- 
to-book ratio of the six largest Bl fCs improved 
in 2012. but market valuations remained at a 
more than 25 percent discount to bmik value 
in July 2012, which is below both the pre-crisis 
level and the average level over the past 12 years 
{Chart 5-2.11). In late 2011, an equally weighted 
average of CDS spreads for the six largest 
BI ICs reacheti levels last seen during the crisis. 
Spread.s remain elevated relative to early 2011 
levels (Chart 5.2.12). 

5.2.2 Insured Depository Institutions 

PcTjhrmance within the cemmmial Ininking 
inihislry continues to rehnurui. roinddingxoilh the 
generul impTove^nenl in aedit eiualily within the 
economy. Despite the ra/r of bmih failures declining, 
the cormnercial banking .sector has become mow 
concentralecl, as larger banks haxm seen hi^erkvels 
of profitability and rehoundeA faster post-oisis. 

Insured Cornmerciai Banks and Savings 
Institutions 

The banking industry is composed of more 
than 7,S00 commercial banks and sitvings 
insiitulion.s. Of these, approximately 6,600 
institutions have assets under Si billion. H8 
institutions have a.ssets between SlO billion and 
,|1()() billion, and 19 instiimions have assets over 
$100 billion. Failure.s. mergers, and a decline in 
chartering activity have contributed to further 
consolidation over the past sevtrral years. 

Failures of insured depository institutions 
continue to decline from crisis levels, as 92 
iri.stiliition.s representing $5.5 billion in assets 
failed in 20U (Chart 5.2.13). An additional 
31 insured institutions have failed thus far in 
2012 (through July 6) repre.senting S7.6 billion 
in assets. .As of March 31. 2012, .some 772 
institutions, accounting for 10.6 percent of all 
in.siiiuiions, were on the FDICFs problem bank 


Chart 5.2.11 Price-to-Book Ratio of 6 Large Complex BHCs 



Chart 5.2.12 CDS Spreads of 6 Large Complex BHCs 


Da^sPnnts End Date; 6-Jtjl-2012 Basis Points 



Chart 5.2.13 FDIC-lnsured Failed Institutions 

Number of Inslilotiofts ind Date; EOY 2011 Percent 



Source; FDIC 
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Chart 5.2.14 Commerciai Bank and Thrift Pre-Tax Income 



Chart 5.2.15 Commerciai Property Price Indices 


Index End Date: Apr-2012 Irwlex 



Source; Moody’s Investors Service Note: Mar 2008 = 100. 


Chart 5.2.16 Concentration of Credit Union Assets 

Percent End Date; 2012 Q1 eiHlons of US$ 



Source: NCUA 


list, with financial, opcralioiiiil, or tiiaiiaf^erial 
weaknesses that threatened liieir coniimicd 
financial viability. 

Pretax net income for I’.S. commercial banks 
and savings instiiniion-s lotaied Slf>9.3 billion 
in 2011, represeiiliiig a significant increase 
over 2010 and a cotuinuaiion of the rebound 
following the crisis. A rebound in credit qualily 
with the associattxl reduction of loan loss 
provisions and other expenses continues to 
drive the improvements in pretax net income 
since 2009 (Chart 5.2.14). Although ihe largest 
institutions and coimminify banks benefited 
from reductions in loan loss provisions, 
community banks have experienced a smaller 
increase in net revcmie thait largo banks, fn 
addition, community banks continue to deal 
with credit problems associated with relatively 
outsized concentrations in the ccminiciciai 
real estate sector, which remains depressed 
(Chart 5.2.15). 

Credit Unions 

The number of credit unions declined to 
7,094 institutions by year-end 2011, clown 
from 7, .339 at year-end 2010. This 3 percent 
decline in the number of credit unions is in 
line with recent trends. As in other parts of 
the banking .system, asset, s in the credit union 
system have become more concentraied, with 
(he lop 100 credit unions increasing their 
share of total credit union assets to 39 percent 
(Chart .5.2.16). Corporate credit unions — 
which provide critical scrvjcc.s to the broader 
credit union system — are consolidating and 
deleveraging as they refocu-s their busine.s.s 
models on providing operational support to 
con.sumer credit unions, raising capital, and 
adjusting to the new regulatory environment. 
As of year-end 2011, there are 24 corporate 
credit unions with S34 billion in assets — a 
decline from 27 corporate credit unions with 
$90 billion in assets in 2007. 

The credit union system experienced an 
tmpro\-ed return on assets (RO.A) in 2011 of 67 
basis points, an increase from 50 basis points 
in 2010. Improved credit conditions were the 
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priniarv driver behind ihe provision for loan 
losses declining I'rom 0.8 percem of assets in 

2010 to 0,5 percent of assets in 2011 (Chart 
5.2.17). Aggregate net income increased to S6.3 
billion, a 39 percent improvement from 2010. 
Overall loan levels within the credit union s^tem 
rebounded by 1.2 percent to S571 billion after 
experiencing a decline of 1.4 percent in 2010. In 

201 1 loan growth was di iveti by increases in real 
estate, credit cards, and auto loans. 

Prolil ability conliuncs to vary based on the size 
ofthe insliunion, with smaller credit unions 
historically lagging behind larger credit unions. 
The industry still faces some uncertainly over 
future losses associated with failed corporate 
credit unions; with future resolution costs 
projected to loial between S2.7 billion and $6.0 
billion over the coining years, these asse-ssments 
are.; not likely to curtail industry growth and 
jirofilability. l.arge'r com-erns for the industry 
are challenges related to the low interest 
rate environment and managing through a 
iran.siiion into a higher rate environment. As 
Chart 5.2.18 shows, fixed-rate real estate as a 
sha re of loans and long-term assets as a share of 
assets have risen over the past several years. 

5.2.3 U.S. Branches and Agencies of 
Foreign Banks 

(/. S. fmmeht^s find agencies of foreign Imnks supporl 
lending nclwity in the United States, but also tend 
to rely on a funding mix that is less stable than lhal 
of most. U. S. commercial hanks. These branches and 
agencks are sensitive to the funding md liquidUy 
•rmds of their parent organizations and defend on 
access In uninsured dejiosils lhal pose a heightened 
flight risk. Stres.uis cm parent banks and constrained 
access to short-term dollar funding impinged on 
branch lending and investment in Ihe United Stales 
or.’er ihe past year, especially by the European branches 
and agencies. 

In addition to the U.S. BHCs, foreign bank 
families have a large presence within the United 
States. Together, the U.S. branches and agencies 
of foreign banks account for close to $2 trillion 
ofbanking assets, over 1.5 percent of total U.S. 


Chart 5.2.17 Federally Insured Credit Union income 



Source: NCUA Note: 'Annualized 


Chart 5.2.18 Credit Union Fixed Rate Real Estate and 
Long-Term Assets 


Percent End Date; 2012 Q1 Percent 
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Chart 5.2.19 U.S. Branches and Agencies of Foreign 
Banks; Assets 
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Chart 5.2.20 U.S. Branches and Agencies of Foreign 
Banks: Liabilities 


End Date: 2012 01 
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banking assets. These ent ities repiescnt an 
important source of credit for U.S. borroivers. 

There are different business models in the 
operations of branches in the Liiiiied Stales, 
with a mix of tat^eied investment and asset 
strategies and a range of different funding 
approaclies. On average, brandies and 
agencies generally dedicate ahoui ,30 percent 
of their balance sheets to loans, but can differ 
substantially in the composition of their lending 
across commercial and industrial (C&l) aciivity 
versus other U.S. domestic customers. Direct 
CM loans outstanding by these banks, wiiich 
represents a major source of iinancing for U.S. 
businesses and investment projects, has been 
as high as $365 billion, but more recently has 
fallen clo.ser to $260 billion, out of tola] loans 
of over $500 billion (Chart .5.2.19). Other 
securities held as assets have risen sharply 
from about S300 billion pre-crisis to closer to 
$1 trillion by 20I2:QI. Some of these branches 
and agencies also .send dollar Hows to their 
parent organizations and related affiltaies, 
as indicated by the levels ofNet Due from 
Related Depository Institutions in the balance 
sheet decompositions in Chart 5.2.19. These 
Hows support dollar lenditig and invesimetiL 
activities in (he United States and elsewhere. 
European parent banks in particular have 
actively used their branches to source dollar 
funding. Outstanding positions vis-a-vis parent 
banks currently are a smaller percentage of 
branch and agency a.sset:s than at any point in 
recent hi.siory. 

The liability side of balance sheets of the U.S. 
branches and agencies of foreign banks also has 
bearing on financial stability (Chart 5.2.20). 
Most of these U.S. branches are not allowed to 
offer deposits insured by FDIC and thus lack 
access to the stable .source of funds represented 
by households’ checking, savings, and other 
transaction accounts. Iiislead, mortey market 
funds and other noninsured deposits provide 
the majority of funding for these instiuitions. 
When such funds and depositors withdraw 
from particular banks, which occurred in the 
summer of 2011 when European banks were 


I y r-soc n A, 


7l Report 




140 


viewed as panicuhirly risky, it can destabilize 
ihe balance sheets of chose banks, leading to 
deleveraging or poieiiiial reversals of support 
Co ihe parent organi/ation. (See Box H: 
Money Market Fund Responses to Euro Area 
Uncertainty.) Such dynamics arc masked, to 
some extern, in ihe aggregate statistics, as 
these deposits may be reorienled to other U.S. 
branches and agencies, nowever, the recent 
increases in Net Due to Related Depository 
Institutions shows a greater degree of support 
from fbreigii parent banks than previously 
had been the case, as investments are made 
to maintain the presence of these bank.s in 
U.S. asset classes and reduce contractions of 
lending activity and asset sell-offs that could 
otherwise occur. 


5,3 Other Financial Institutions 

5.3.1 Insurance 

IMpUn ft substmUial nel decline in income in 2011, 
mpitfil levels ntilhiti Ihe bisttmnre induslry imprm>ed. 
The life rmumnee induslry rimlinnes U> play a 
significant role in long-term funding of assets Ihrou^ 
the inveslmenl of premium income. The htii inleresl 
rale emnmnnmit has proved chaHengingfor life life 
insurers to genemte suffUieul imvstmrnt tvlurns lo 
med high guaranteed henefiis promised in prior years, 
l^ipeiiy and casualty insurers fated historically 
higher calaslnipke losses that impeded pet fnrmame 
in 20JL 

For life insurance companies, which sell 
retirement products .such as traditional life 
insurance comracts and annuities, hook capital 
grtnv modestly, despite net income declining 
by over oO percent or S13.6 billion in 2011 
compared to 2010 (Chart 5.3.1). The spread 
between the yield that life insurers earn on their 
investments and a measure of the interest rate 
necessary to maintain poiicyhokler reserves, 
also known as the required iniere.st rate, has 
narrowed .since '2007 (Chart 5.3.2). If this spread 
had stayed at 2007 levels, net income would have 
been S13,0 billion higher during the peritxl 
from 2008 through 2011 — $1.2 billion higher in 
2011 alone. 


ChM 5.3.1 Ufe and Other insurance: Capital and Income 



Source; NAtC Note: includes accident and health. 


Chart 5.3.2 Life Insurers: impact of Low Rate Environment 


Percent End Date: 2011 Percent 



Source: NAIC 
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Chart 5.3.3 Commercial Mortgage Origination byLender Type 
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The low interest rate environnietu poses it 
signihcanf challenge for life insurers iviiii 
sizable blocks ofliabiiities incorporating 
embedded intere.si rate guarantees, such as 
annuities or universal life insurance policies. 
The industry has reduced its minimum 
guarantees over time, but products sold when 
interest rates were higher represent a continued 
drag on profits. The share of life and animity 
product account values subject to a minimum 
guaranteed rate of return of 5 percent or 
higher fell from 20 percent to 10 percent 
over the 200{>-2()10 period, but more than 40 
percent of account values were still subject to 
aminimum guaranteed rate of return of 3. .5 
percent or higher in 2010- Life insurers have 
e.xited selected markets due to the inability 
to meet the minimum guaranteed returns 
associated with the underlying products in this 
low I'ate environment. Of note, life insurers 
have increased their use ofnon-tradiiionai 
investments, such as hedge funds and private 
equity, perhaps as a response to ilie low interest 
rales that currently prevail. 


The role of the life insurance industry In 
funding new commercial mortgages has 
increased since the collapse of conduit activity 
in 2008. Life insurers funded roughly 25 
percent of new commercial mortgages in 2011, 
compared to 10 percent in 2007 (Chart 5.3.3). 
Although the industry is playing a larger role 
in financing new loans, commercial mortgages 
as a share of total life insurance assets have 
tiecreased motlestly from 2007 to 2011 to less 
than 1 percent of assets. 

Property and casually insurers, who sell 
ittsurance on homes, cars, and businesses, 
are less affected by the low interest rate 
environment because they underwrite shorter 
duration Habiliiies without embedded interest 
ntie guarantees. However, property and casualty 
insuters were pressured by large catastrophe 
los-ses in 2011. Insured catastrophe losses were 
$33.6 billion in 2011, 1.35 percent higher than 
in 2010 and exceeded only by the extraordinary 
losses associated with Hurricane Katrina in 
2005. Properly and casualty assets fell slightly 
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{tiiriiig 2011, akhough book capital levels were 
largely nnclianged despite a 4(> percent decline 
iii ne! income from 2010 lo 2011 (Chart 5.3.4). 

5.3.2 Money Market Funds 

Total money market fund (MA fF) assets dedined 
over ndendaryear 2011, reflerling Imv yields and 
airtcerns over European exposures. Ijno rates also 
rediired revenue, flmrs to Jtind managers. Substantial 
redemptions from AlMFs in the summer of 2011 in 
response, to heightened Jinrinriai market uncertainty 
associated u’ilh euro area stresses and federal budget 
negotiations in the United States illustrates the 
extent to which MMFs are still subject to pro-cyclical 
redempHon pressures. 

Tofai U.S. MMF assets declined IVoiti $2.80 
trillion at year-end 2010 to S2.f>(> trillion a.s of 
May 2012. Prime M.MF assets declined from 
$1.62 iriition to Sl.'12 trillion, while government 
and Treasury MMF assets increased from $855 
billion to S872 billion during this period. 
Tax-exempt funds also declined from S3.30 
billion to $272 billion (Chart 5.3.5). During 
July and August of 2011, there was signilkant 
redemption activity due to the European debt 
crisis and the political uncertainty in the United 
States leading up to the debt limit cxten.sion 
in early August 2011, Between the end of May 
and the end of August 2011, prime MMF assets 
ie!l by more than $160 billion (9.8 percent) 
(Chart 5.3.6), with some funds diminished by 
as much as 50 percent over this period. Prime 
fund bank holdings in France continued to 
decline through the end of 2011. (See BoxH: 
Money Market Fund Responses to Euro Area 
Uncertainty.) Since that period, prime MMFs 
have bolstered their liquidity levels to better 
handle redemptions, with daily liquidity levels 
ranging from 26 percent to over 30 percent and 
weekly liquidity levels holding at over 40 percent 
in late 2011 and early 2012 (Chart 5.3.7). MMFs 
also reduced maturities since the summer ol' 
2011 . with the weighted average life for prime 
MMFs falling to around 70 days (Chart 5.3.8). 


Chat 5.3,4 Property and Casualty Insurance: Capital and Income 
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Chart 5.3.5 Money Market Mutual Fund Assets by Fund Type 

TtffionsofUSl End Date: Uay-2012 Trillions of USS 
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Chart 5.3.6 Institutional vs. Retail Money Market Fund Assets 
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Chart 5,3.7 Prime Funds Liquidity 

Percent of Total Assets End Date: May-Z012 Percent <rf Total Assets 



Source: OFR, SEC 


Chart 5.3.8 MMFWAL* 

NumberofDays End Date: May-ZOlZ Number of Days 



Source: OFR Note: 'Weighted average lives, weighted by size of fund. 


Chart 5.3.9 Gross Yield of 5 Outlier MMF Families 

7>Oay Gross Yield End Date: May<2Q12 7-Oay Gross Yield 



Note: Fund fanrilies are not 
Source; SEC named to retain anonymKy. 


The low imerc-st rate etivironnieiu also allecurd 
revenues of MMF managers. Total expense 
ratios for MMFs have fallen from 49 basis points 
to 25 basis points ftir retail MMFs and from 26 
basis points to 18 basis poiiit.s for iiistittitiotial 
MMFs from 2009 to 20! 1. This significant drop, 
particularly among retail MMFs, is primarily 
due to fee waivers by .MMF sponsors to jrreserve 
a positive net yield for MMF investors. As 
the extended low interest rate environment 
continues to put pressure on MMF yields, some 
MMFs have shown a willingness to take on 
additional portfolio risk (Chart 5.3.9), which 
increases MMF gross yields and offsets the 
pressure to provide fee waivers. Thus, while on 
av'erage, .MMFs have shown a decreased risk 
appetite in 2012, .some funds have sought to 
increase llicii risk profile. 

5.3.3 Broker-dealers 

The hmker-ilraU'T (liD) ituhislry conlracled 
stgniftcanlly mhile reduchij^ lei'cra^i'. ('oncr’ilmtioii. 
in the industry increased- 

As of year-end 201 1, there were 4,679 domestic- 
and foreigii-owned BDs operaling in the United 
States. Coinciding w6th a sharp decline in 
leverage within the industry, assets held v. ithin 
the U.S. BD industry fell sharply to S4.8 trillion 
at 2(il2:QI — a decline of 25 percent since 2007 
(Chart 5.3.10), 

The U.S. BD sector is relatively concetnrated; at 
year-end 2011, 60 percent of industry assets were 
held by the top 10 BDs. the largest of which 
are affiliated with foreign banks and domestic 
B1 ICs. By contrast, the top 10 independent BDs 
represented only (> percent of industry assets. In 
late 2011, the third largest independent BD, .MF 
C.lobal, filed for bankruptcy, (See Box D: MF 
Global Bankruptcy.) 

Aggregate pretax income declined by .59 
percent in 2011 to S14 billion, as trading 
levenues declined sharply (Chan 5.3.11). 
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5.3.4 Specialty Lenders 

Spn ially lenders eonlbaie loplay a crilicat mle in 
prcn'iditi!^ eredil lo Ihose. mark/’ls nal served by the 
Ireulilional banking huhisirx and providing necessary 
funding in ceiinin segments of the wwrigng? markets. 

T!h‘ sptH.iahy lending secior is composed of 
a wide range of cniiiies, I'angingfrom real 
estate investment trusts (REITs) who invest 
a majority of their capita! in mortgage and 
mortgage-reiatet! holtiings, lo eaplh'e finance 
arms of major manufacturers who facilitate 
the iitianciiig of the j)areiU finn's prodticts. 

As of April 2012, specialty lentiei s owned 
approximately S(>54 billion of consumer loans, 
S830 billion of real estate loans, and S4.14 
billion ofbiisiness loans. Aside from consumer 
credit revolving loans and retail business loans 
(Charts .5.3.12 and 5.3.13), specialty lenders 
experienced a slight decline in loan balances 
across a wide variety of loan categories, which 
was consistent with overall trends in the 
traditional bunking industry. 

As the GSEs have reduced their investment 
portfolios, REITs have been a rapidly 
growing source of inveslntent capital for 
agency mortgage-backed sectirilies (.MBS). 

As or2012:Ql, REITs held §299.4 billion of 
agency MBS, a 109 pt;rc<?nt iitcrease frojn 
2010 and ronglily live times [)rc-crisis lewis 
(Chart 5.3.14). 

5.3.5 Investment Funds 

/\(.'TO.v.s' the various types of investment companies, 
fund Jlom smn to rejleet u jpnerfil shift towards 
delevernging awl risk mhiction by households 
and anpnmtious within the uncertain financial 
mvinnmmt. Performance in this low interest mle 
envinnmenl tended to he lackluster. 

Mutual Funds 

Mutual fittid llotvs froiri year-end 2010 to 
2012:Qi reflect growing investor preference for 
capiial preservation, income generation, and 
lower volatility. Mutual funds had an estimated 
.§202 billion net inflow for tlie period, largely 
attributable to taxable bond funds, which 
received a net S217 billion (Chart 5.3.15). Of 


Chari 5.3.10 Aggregate Broker-Dealer Assets and Leverage 
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Chart 5.3.11 Broker-Dealer Revenues 
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Chart 5.3.12 Consumer Loans Outstanding 
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BOX D: MF GLOBAL BANKRUPTCY 


MF Globa! Holdings Ltd. fMFG) and MFGIobgd Finance- .. 
USA inc. filed on a consolidated basis for relief under . 
Chapter 11 bankruptcy protection on October 31. 2011 ' 
Of particular interest in the United States was the jointly-... : 
registered broker-dealer (BD) and futures commission'^ 
merchant (FCM), operating as MF Global Inc., which ' . . 
entered liquidation proceedings under the Securities- . 
investor Protection Act (SIPA). 

The jointly registered BD-FCM was a clearing member 
at several domesSltc central counterparty (CCP) cleanng .. 
houses, including the Chicago Mercantile Exchange . -; 
(CME), the Options Clearing CorporatiOPi and National .. . . 
Securities Clearing Corporation (NSCC). The BD was also 
a primary dealer in government securities with the Federal . 
Reserve Bank of New York. The BD-FCM conducted . . • 
business fonts own account, as well as for customers. 

A series of events led to the bankruptcy of MFG. 

Between March 2010 and March 2011, MFG entered 
into repurchase agreement transactions collateralized to . 
maturity with European sovereign debt secunties. Dunng 
2011, the company continued its almost uninterrupted 
series of quarterly operating tosses {9 of 11 quarters 
through September 2011) that resulted partly from 
declining interest income earned from investing customer, 
funds. On October 24, Moody’s downgraded MF Global 
Holdings inc^rcltihg.expbsure . to, European sovereign debt, 

. .high leverage, arid its likely inabitityio; achieve financial 
targets. .The.fdllowing' day, MFG announced a $192 
million quarterly, loss.' MF Global Holdings Inc.’s debt was 
. subsequently downgraded to junk.Tnduslry observers 
believe that the ratings downgrade also precipitated the 
lowering of the collatera! advance rate on the term to 
maturity repurchase agreements, prompting a margin call. 
The earnings report and. credit-rating downgrade also 
impacted MFG’S liquidity, as certain counterparties and 
clearing organizations assessed their credit exposure to: 
MFG and imposed increased collateral requirements. „ 

On the day of the bankruptcy, the company did not, 
default to the CME, the Options Clearing Corporation). , -Vx' 
or NSCC: However, later on the same day, the company: . 
reported a shortfall in customer-segregated assets. . . 

FSOC // Annual Report 


The full extent of the shorttall in commodities customer 
funds Will not be known until the Trustee managing MFG s 
liquidation compfetes its efforts to recover assets and 
fins^izes the customer claims process. The Trustee has 
distributed approximately $3.9 billion to date to customers 
. who werB trading pnmanly on U.S, futures markets. This 
represents approximately 72 percent of such customers 
account balances. TTie Trustee also received the approval 
of the Bankruptcy Court on April 26, 2012, to distribute 
up to an additional $685 million, including $600 million 
to customers with claims for accounts trading on U.S. 
contract markets. 

The Trustee, however, has stated that there is an 
approxnmate $1.6 billion gap between the value of the 
Trustee's estimate of potentially allowable commodities 
claims and the assets that are currently under the 
Trustee's control. A significant component of the gap in 
customer funds is atinbutabie to approximately $700 
million of customer assets that were deposited with ' 

MF Global UK Limited, an MFG affiliate in the United 
Kingdom, fortrading on non-U.S. markets/ The Trustee 
IS disputing the treatment of these funds under English 
law with the Joint Special Administrators of MF Globa! - 
UK Limited, and the likelihood of such assets, being . 
repatriated is uncertain at this.time and is expected to be- 
subject to. future litigation or further United Kingdom, court . 
action. In addition, multiple fed.erai.agehcies are reviewing, 
the circumstances sumbUnding the. tfahsfers of rnohies , i 
out of customer-segregated, bank aCCOuhts {partidulariy , 
certain fransfersThat occufted. duhhgih© Week prior to 
the banknjptcy.'fiiihg):''' 'O':' 

AnSIPC-led liquidattonwas.initiatedbn October 3i, The 
firm had 200 to 300 securities, accounts totaling less • 
than $500 million in assets and over 38,000 commodity 
customer accounts totaling over. $7.billion).The SIPA 
Trustee managing the liquidation is responsible for returning 
customers’ prctoerty as quickly as possible. Including 
both securities and commodities customers. As stated 
previousfy, approximately 72 percent of U.S, segregated . 
customer property has been distributed to commodities: 
Customers trading on U.S, designated futures markets as 
of April 25 on a pro rata basis. As a result of a distribution 
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of funds recently approved by the bankruptcy:cburt. that. ■ 
number should increase to over 80 percent';.' : 

The missing customer money highlights the issue.of. ,, : . 
customer protection for commodities accounts: FCM 
accounts at custodians that contain customer property . 
are under the control of the account holder, the FCM. T ., 
FCMs routinely keep substantial amounts Of their own : . 
capital in their customer accounts in order to protect.: , 
against any possibility of a shortfall in customer accounts; . 
that may result from daily market moves, m^inVV. T 
requirements, and other activity. Accordingly, it is critic^.. . . 
for custodians to monitor the transfer of any nhoney but, of, : 
segregated accounts. 

The CFTC has taken steps to enhance customer 
protection. In December 2011, the CFTCamended its, : .T .. 
regulations governing derivatives clearing organizations:, :: 
(DCOsj and FCM investment of customer funds. Among . ., 
other things, the CFTC eliminated from the list of 
perrhitted investments BD-FCM in-house transactions that 
are the economic equivalent of repurchase agreementSi / , 
repurchase agreements. with affiliates, corporate notes. . , 
and bonds that are hot federally guaranteed, and foreign . 
sovereign debtinstruments.,The amended regulations 
aiso irriposed asset-based cbricehtralion limits and repo 
counterparty concentration lirpits, in addition to mandating 
stricter issuer-bSsed concentration limits than had been 

■ applied, p'reVidusiy;. 

.The CFTC has also issued a hew rule for customer 
segregation of cleared, swaps, called legal segregation 
with 6perational Cornrhingling,{LOTC); Under this model, 
each FCM will provide the DCO with position and 
collate'mi valuation iriforrtiation at the customer account 
ievei. The DCO can hold, customer collateral prowded by, 
FCMs (h. the same commingled manner as it holds margin 
assets for- exchange traded products, in a situation of 
"double default,” where the default of an FCM customer . .. 
causes the FCM to default to the DCO, the DCO would , 
be able to. then identify and access the collateral of the. 
defaulting customers of the FCM but not the collateral of 
the non-defaulting customers, as is permitted today with ,, 
exchange-traded futures. 
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Chart 5.3.13 Business Loans Outstanding 
Trillions of US$ End Date: May-2012 



Source: Federal Resen.'e 
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Chart 5.3.15 Mutual Fund Flows by Asset Class (2011 to 2012 Q1) 



Source: Moniingstar 'Note: Includes seOors stock funds s%1th infl exposure. 


noie. ihe strong as.scl growth rates in high- 
yield funds (17 pereent growth rale, relative to 
20n year-end net assets) and emerging market 
bonds (5.5 percent growiii rate) over ifiis period 
may reflect investor preference lor yield among 
lower volatility fixed inc ome prodnrts (Chari 
5.3.16). In contrast, U.S. eejuity funds had 
net outflows of S8l) liiliion. with net monthly 
outflows since May 2011. 

Pension Funds 

As of the fourth quarter 201 1, the eombined 
as-sets under management of private and public 
pen.sions were over Si -5-3 trillion (Chart 5.3.17). 

Both public and private defined benefit plans 
remain signtlicanlly mulerfunded relative 
to the present value of their liabilities due to 
inadequate pastconiribution.s. low interest 
rates, and losses incurred in 2007 and 2008. 
i\s ofyear-end 2011. |)ubli<: defined benefit 
plans were only 76 percent funded, while 
priratc defined benefit plans were 79 percent 
funded (Chart 5.3.18). Some private pension 
funds have received contributions to make up 
shortfalls or have been able to adjust their plans 
to reduce future outlays. 

A number of Slate and local pension funds 
continue to grapple witli structural shortfalls 
between their a.s.sets and lialiilities. White 
these pension funds face pressure to reduce 
their expected return a.ssumptic)n.s, many 
are reluctant to change assumptions in a 
meaningful way, reducing expected returns 
by only 23 to 50 basis points over the past 
three years. Currently the median assumed 
expected return across public, plans is 8 
percent, while private sector estimates of 
returns are closer to 6 percent. 

C)\er the past three years, many states and 
localilie.s have iticreased efforis to addre.ss 
long-term pension funding issues b>' curtailing 
benefits and increasing employee contributions, 
among other measures. Analyst view.s on the 
impact of these chattges on pension funding 
profiles differ, with some viewing them as 
positive for long-term plan sustainability, while 
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utlici's regard them as insufficient lx> address 
iiicdium-term funding needs. To reduce fiscal 
pressures, stale and local pension funds may 
seek to furl her eurtail benefits for current 
:tn<I future retirees or seek increased financial 
support from their respective S}Kinsor.s. If 
suctessfui, these developments could lead to 
knver expected payouts for employees, reduced 
services, higher taxes, or some combination of 
all ihi'ce. However, public pension benefits are 
often legally guaranteed, and amending them 
remains challenging. 

Private Equity Funds 

U.sS. private equity assets under management 
increased to SI. 7 trillion in 2011 (Chart 5.3.19). 
The growth in assets continued to lie supported 
by allocations from institutional investors such 
as pension funds, which comprise 43 percent of 
U.S. private equity capital. .‘Mthough les'ei'aged 
buyouts and venture capital account for over 
half of private equity assets under management, 
advisers continue to diversify their investment 
strategies into areas such as real estate, natiiraJ 
resources, distressed assets, and emerging 
vnarket opportunities (Chart 5.3,20). 

The high volume of fund-raising and robust 
deal activity that signified pre-crisis private 
equity activity created the. conditions that 
currently prevail, with advisers now focused 
on exiting existing inve.stments and deploying 
committed capital. Given the constrained initial 
public offering (IPO) environment and tepid 
mergers and acquisitions activity amitl ongoing 
ecojtoinic vnicertainiy, private equity linns arc 
focused on realizing returns on hLstorically 
high levels of existing portfolio invttstments. 
They are also seeking investment opportunities 
for over $.500 billion in undeployed capital 
commitments stemming from record 
levels of fund-raising from 200.5 to 2007. 

(See Chart 5..3J9.) 

Hedge Funds 

Institutional irive.svoi.s continue to be interested 
in hedge funds a.s an a.sset class in pan because 
of the perception that the correlations between 
hedge funds and broad asset classes are low. 


Chart 5.3.16 Mutual Fund Taxable Bond Flows (2011 to 2012 Q1) 

BIHcnsofUSS End Date: 2012 01 Billions of USS 



Souree: Momir^star 


Chart 5.3.17 Retirement Funds by Type 
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Chart 5.3.18 Public and Private Pension Funding Level 
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Sotffce: NASRA. Goldman Sachs Asset Management 
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Chart 5.3.19 U.S. Private Equity ALIM 
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Source: Preain Note; *As of 30-Sep-2011. 


Chart 5.3.20 LI.S. Private Equity ALIM by Strategy 



Chart 5.3.21 Change in Hedge Fund AUM 
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At year-end 201 1, a.sscts manas'Cti by hcrigc 
funds were approxiijialely $2.13 trillion, which 
represents a 3.5 peixenl increase rroiii year 
2010. This growth ui as-sets under inanagemeni 
primarily reflected inflows, rather than fund 
performance in 2011 (Chari 5.3.21). In fart, 
hedge funds had lackluster performance across 
the major strategies for the calendar year 
(Chart 5.3.22). .Similar to other iinesiment 
options, hedge fund performance ha.s 
rebounded slightly in early 2012. 

Following the cri.sis, institutional imcsior 
preferences for larger, more established funds 
with longer Hack recoixls led to a greater 
concentration of industry assets at larger 
firms. This irend continuetl tluongh 2011 arul 
into 2012 as larger funds benclitled Irom the 
perception of increased stability. 

Exchange Traded Funds 

Exchange iradetl funds (ETFs) retnain a 
popular means of achieving exposure to various 
market indices, as evidenced by their continued 
growth in teims of product launche.s and as.set 
growth (Chart5.3,23). In 2011, the number of 
U.S.-listed ETFs grew by 28 percent to 1 .,3.53 
products, and F.TF assets grew b)- fi percent to 
Sl.OO irillion. tiompared to 2010. net inflows 
in 20! 1 remained Hal at. .|I21 billion with 
higher concentration.s of funds moving into 
ETFs with laxitblebond. U.S. stock, and sector- 
specific strategies. 

The U.S. ETF market remains populated 
predominately by [xtssit'cly managed 
products that track widely followed indexes 
in eqttiiy, fixed income, and commodity 
markets. Recently, alternative index strategies 
have emerged as ETF providers adapt to 
an incixntsingly saturated market. These 
“fundamental Utdexing” products rebalance 
their holdings accoixiing to proprietary 
methodologies that seek to extract value that is 
either not captured, or is obscured by, existing 
index construction. For example, among equity'- 
based ETFs, such products may focus on lower 
volatility, lower beta to the broader market, 
higher earnings quality, higher dividend yield. 
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and so forih. On a rdaU'.d ante, fixed income b 
%videlv viewc<! by industi'v obser\’ers as a likely 
ax'cnue of growth for passively managed funds. 

Ill addition to the growth of fundamental 
indexing, actively managed KTFs are cited 
by some as a potential new avenue for the 
F.TF industry to grow. F.TFs are required to 
disclose their holdings daily, while traditional 
imiiua! funds generally disclose their holdings 
([uarlerly. I'he requirement for tiaily disclosure 
is a matter of concern to some active managers, 
who fear the exposure of their strategies in 
the ETF sirticfure may adversely alTeci the 
values of their funds. However, 2012 has seen 
notable launclies of and filings for new actively 
managed Fi'fFs, parliculariy for fixed income 
products, indicating that active management 
may indeed overcome the disclosure issue. 


Chart 5.3.22 Hedge Fund Performance by Strategy 

Percent End Date; 31-May-2012 Percent 


6 



Source; Hedoe Fund Researcti 


Despite the coiiLinued robust growth of the 
global ETF market, market participants remain 
attentive to .some potential risks pertaining to 
ETFs, which may not yet be fully understood. In 
particular, some market participants continue 
to highlight the synthetic F.TF structure as a 
potential transmission mechanism for risks 
between the United States and European 
financial sysleins. .A synthetic ETF generates 
the return of an index through a total return 
swap with a bank, whereas a "phy-sical" KTF 
holds the actual index constituents. Synthetic 
ETFs are common in Europe but not in the 
United States. .Synthetic ETFs may manage 
to track indexes with lower trading costs and 
lower tracking ermr — particularly for le.ss 
liquid market.s — compared to an ETF. However, 
de.spite their potential advantages, .some market 
participants continue to voice concero.s over the 
[loieiitial for lids structure to amplify lijnuu ial 
market stresses in the event that a bank 
engaging in swaps with a synthetic ETF .sponsor 
should he unable to meet its obligation. In 
addition, the emergence of new types of ETFs 
and similar prodvicts, such as leveraged and 
inverse-leveraged RTFs, actively managed ETFs, 
and ETFs based on very particularized asset 
classes, is a growing trend in the inarketand a 
focus of regulators. 



Chart 5.3.23 Growth in ETF Assets and Number of Funds 
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BOX E: CURRENT STATUS OR REMAINING STABIUZATtON FACILITIES 
inaugurated during the CRISIS 


Dunnp the crisis, various federal agencuas set up fycilibes . 
to help stabilize the financial system when private marfcef . 
functioning was severely disrupted: While several of these 
facilities still hold net balances, most have been wound 
down in a manner that protects the U:S: taxpayer. • 

Troubfed Asset Relief Program Bank Support Progranis, 

Key parts of the federal government's response to the . ; ; 
financial crisis vi^ere carried out by Treasury under the, " 
Troubled Asset Relief Program (TARP). Among several:., . .. . 
TARP programs targeting the banking system, the largest.; 
was the Capital Purchase Program (CPP), under.which : 
Treasury invested approximately $205 billion in overTOO:. . 
banking organizations. The CPP is nowclosed.. As of .durie. 
29, 2012, repayments- along with interest, divideiids,;.' ; , v 
and other income— exceeded the original disbursement.;^ - 
Treasury estimates that the total gain to taxpayers frdrri the 
$245 billion disbursed under all bank support programs .'. 
under TARP will ultimately exceed $20 tMlIion (Chart E.1). , 


Chart E.1 TARP Bank Support Program Status 

Billions of US$ As Of: 29-Jun-2Ci2 BHHons of USS 



Tola) Ihvaatmanl . . . Income To Dale Remaining Ouislanding 


Source;. U.S. Department of Treasury 

Temporary Liqufditv Guarantee Program 
The federal government's response to the financial cnsis 
also included the FDIC’s Temporary Liquidity Guarantee 
Program (TLGP). The Transaction Account Guarantee 
(TAG) portion of the TlGP guaranteed deposits in 
non-interest-bearing transaction accounts a! insured, 
depository institutions. The TAG expired on December 
31, 2010, Section 343 of the Dodd-Prank Act.- which 


prowded unfimited deposit and share insurance coverage 
for non-interest'bearing transaction accounts beginning 
Decembw31i2010, is scheduled to expire December 31, 
2012. As of March 31, 2012, $1.3 trillion in non-interesP 
beanng accounts at over 7,000 institutions exceeded the 
basic cCft«rage limit of $250,000 per account but was fully 
insured by temporary coverage. Under the TLGP, the FDIC 
gu^hteed newly issued senior unsecured debt of insured 
.depository institutions, their holding companies, and certain 
affiliates; No new d^t can be guaranteed under the TLGP, 
:.but approximately $109 billion in guaranteed debt remained 
outstanding as of May 31 , 201 2, 

:Tefni Asset-Backed Securities Loan Facility 
The; Term Asset-Bacted Securities Loan Facility (TALF), 
which the Federal Reserve and Treasury began'operating 
in 2009, was created, to help market participants meet 
..the credit needs of households and small businesses by ' 
supporting the issuance of asset-backed securities (ABS) 
collateralized by certan consumer and business loans.; 

, Under the TALF, the Federal Reserve provided eligible . ■ 
borrowers with three-year and five-year non-recourse loans, 
collateralized by ABS. 

In total, $71 billion in loans were provided under the TALF, 
but many were repaid early. The outstanding amount of . 
TALF loans fell from $24.7 billion at the start of 201 T to . . 

$5.3 billion as of June 20, 2012. As of the. end of March 
2012. all collateral pledged against outstanding TALF. loans 
maintained Iheir AAA ratings, and ail loans were performing 
as scheduled. Treasury committed to provide the Federal 
Reserve up to $20 billion under TARP in. credit protection, for 
the TALF. This amount was later reduced to $4, 3 . billion . in . . 
July 2010 and subsequently. reduced to $1,4 billion in June 
2012. Treasury expects to incur no losses on this balance; 

Maiden Lane LLC 

Outside of and prior to TARP, the Federal Reserve Board 
auth 0 fi 2 »d the Feder^ Reserve Bank of New York (FRBNY); 
To foifn Maiden Lane LLC (ML LLC) to facilitate the merger. ^ 
of Bear Steams with JPMorgan Chase (JPM), The Federal . 
Reserve Board authorized FRBNY to extend credit to. 

ML LLC, which it did through a $28.8 billion senior loan. 
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to partially fund the ourchase of certain assets and . - 
associated hedges from Bear Steams. Asof-June14 - 
2012. ML LLC fully repaid the loan (including interest) made 
byFRBNY.. 

Asstslance to American Internationai Group 
The Federal Reserve Board and the Treasury provided 
a coordinated response to alleviate capital and liquidity. . 
pressures on American international Group (AIG)., At its , , 
peak, the amount committed to support AIG through:; 
FRBNY and Treasury was approximately $180 bifliori;., .. t 
FRBNY support included a secured revolving cr^it facility,, 
to AIG, as well as the formation and extension of credit to. 
Maiden Lane !l LLC (ML i!) and Maiden Lane ill LLC {ML,IB). 
To date, all of FRBNY’s loans to AIG and to MLil and ML III ,- 
have been repaid with interest. 

As of June 29, 2012, only Treasury’s TARP investment, : ,;, 
in AIG remained outstanding. The $30.44 billion unpaid 
balance isless than the S34 billion market value of the . i. 
AIG comrnbn stock that Treasury holds. This stake and ^ 
PRBNY’s residual interest in assets held by ML 11 and ML 
III holdings related to, FRBNY’s investments in AIG are :,,,: 
likely to. produce ah additional profit for the U.S. public 
(Chart E.2). 


Chart E.2 AIG investments Committed and Returned 

BilliorisorUSS . As Of; 29-J\ih-20l2 BiHionsofUSS 



Max Commitment Remalning'Investmenl . OvwallVahje , 

•Govemme«st«e includes FSBNY's .. 
Bittrast in W. IH; v8iuefefl«As31-Maf-12. 
Source: U.S, Treasury, TRCNY prices apfSied to 27-Jof>-i2 poniolio 

Mortgage-Backed Security Purchase Program 

Using its authorities under the Housing and Econoitiic; :, .. ., 

Recovery Act of 2008, Treasury supported the housihg. .;. 


market by purchaang mortgage-backed securities (MBS) 
issued by Fannie Mae and' Freddie Mac. In 2008 and 
2009, Treasury purchased MBS on the secondary market 
at a cost of $225 billion and completed the liquidation of 
these holdings in March 2012. The proceeds of saies, 
in addifton to principal and interest received, were $250 
; bilion; exceeding the program’s cost by approximately 
S25biilibn; 

Auto industry 

Treasury created the Automotive Industry Financing 
Prbgram (AIFf^ in December 2008 to prevent a 
: ^nfficant disruption of the U.S. automotive industry 
because, of the 'risks such a disruption could pose to 
financial stability and the U.S. economy. Under the AIFP, 
Treasury invested approximateiy' $80 billion in Genera! • 
Motors (GM), Chrysler, and their respective financing 
^mS. As of 2012;Q1, GM and Chrysler, after substantial 
reorgariizations. reported nine and five consecutive . 
profitable quarters, respectively. 

..Treasury has made substantial progress toward exiting 
its investments in automotive companies and. continues : 
to monitor toe performance of these firms and evaluate 
options to exit, its investments;. As of June 30, 2012,. 
Treasury's investment in GM stood at $23,39 biiiibn and . 
.in Ally Financial at $13.75 bii|iph..:Treasury has. fully exited 
its investment in Chrysler. and;Chrysler Finahcia!i which... . 
resulted in a $1.3, bitHonldss. unlikely to be. fully recdvered. 
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Chart 5.4.1 Average Trade Size — U.S. Equities 

Avg. 7 radr!S?Stiares Pet Day End Date: Ma^2012 Shares Trade 



5.4 Financial Market Infrastructure 

5.4.1 Electronic Trading of Exchange-Traded 
Instruments 

Technology h/is dramalkolly changed the market 
for exchan^traded ivslrmnents, with the growth 
in computerized trading algorithms resulting in 
smaller trade sizes, higher volumes, and potenlialh 
more complex trading slralegies. the same lime, 

a fnvli/eralion of trading xjenues outside traditional 
exchanges has resulted in increased jragmentalum of 
equities markets and could have broader implications 
far the financial system. 

Adrances in computing and comniunicaliou 
technology, along with reguiatorv changes, have 
transformed electronic trading. High-.speed 
computeri/ed trading has been a hallmark of 
modern equities, futures, and foreign exchange 
markets and has spread in recent years to 
markets for derivatives and fixed income 
instruments. Computerized trading is used to 
facilitate a wide array of activities, including 
automated order routing and so-called high- 
frequency trading. (See Box F: Algorithmic and 
High-Frequency Trading.) A vast expansion of 
market data supports these activities, 


Along with decimalization of U.S. equity and 
equity options markets, electronic trading has 
resulted in smaller lick sizes and decrea,sing 
trade sizes. In particular, a common use of 
compuierized trading algorithms Is to split 
trades into multiple smaller transactions. As 
seen in Chart 5.4.1, average size per trade 
in U.S. equities markets declined 81 percent 
since 1997, while volumes increased more than 
500 percent throtigh May 2012. This practice 
of trade splitting has become increasingly 
evident over the past 1.5 years. Its likely 
purpose is to minimize the price impact of 
trading, but decreased trade sizes may also be 
a component of more complex computerized 
trading strategies. 

More generally, liquidity has been fragmented 
among various equity trading modalities, 
including exchanges, ahernaiive trading 
systems, broker-dealer inlernali/ers, and 
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so-cailed “dark pools." The latter are ti'ading 
sysieiits that arc itol openly araiiable to the 
public in which buyers and sellers submit ordei'S 
anonymously, wiih ncilher order size nor price 
i cvcalcd publicly un! i! the trade has been 
completecl. In May 2012, almost a third of all 
trading in the equities market occurred outside 
exchanges in such dark pools and broker- 
dealer internalizers. where customer orders 
are matched against each other or against 
pioprleiary orders of the internalizing broker- 
dealer (Chart 5.4.2). 

More recently, equities exchanges have been 
cotnpeting for market share In an environment 
of narrowing spreads, lower commissions, 
greater competition, and declining share 
volumes. SjK'cincally, avitrage daily volume of 
U.S. shares trading has declined 20 percent 
since a peak of 9.S2 billion shares in 2009 to 
7.83 billion at tlie end or201i (Chart 5.4..3). 
Also noteworthy is the growth of trading in 
the Asia Pacific region. From 2000 through 
2009, .‘Vsia’s share of global trading more than 
doubled (Chart 5.4.4). Thi.s growth in Asian 
trading i.s a by-product of the rapid economic 
growth in this region, with a concomitant 
growth in dctmarid for fmancial .services. 

5.4.2 Wholesale Payments and Settlements 

Activily wUhin the luhoksale payments ulililm has 
rchounded as both volumes and values continue 
1.0 increase since the. aifis. Rofni.stne.ss for Ike 
la rgest, of these 'Ulilitm, the .FeiboiretSi Funds 
Sennee, has impivved, with earlier settlement times 
and reduced operational risk. In addition, hw 
and more demanding inlesmalional standards 
have been nleased for large value payments and 
setUemenl utilities, as well as for other financial 
•market infrastructures. 

The major wholesale payments uiilitie.s 
supjxtrving U.S, financial markets are the 
Fedwire Funds Service, a real-time gros.s 
settlement system operated by the Federal 
Re.serve Banks, and the Clearing House 
Interbank Payments Sy.sfem (CHIPS), a 
cominuous net settlement system operated 
by The Clearing I louse Payments Company 


Chart 5.4.2 Average Daily Volume Shares by Venue 


End Date: May-2012 



Jan:09 Jul:09 Jan:l0 
Source; Tabb &oup 
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Chart 5.4.3 U.S. Equities Share Volume 

Bt^ions End Date; 2012 estimate Billions 



Source: Tabb Group 


Chart 5.4.4 Regional Market Share of Trades 




End Date: 2011 


Percent 



Note; Years 2000-2008 include electronic and negotiated 
Source: WFE deals. Years 2009-2011 include only electronic deals. 
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BOXB ALGORITHMIC AND HIGH-FREQUENCY TRADING 


j Advancements in technologv have had a profound effect : 

I on trading, as activity has become faster, more complex: 
i and highly automated. Although computer-based ■: - 
i algorithms have been utilized in U.S. equities marl^ts for . 
i quite a while, the expansion into other marfcefe and the . . 

I proliferation of hiah-speed algorithmic trading— along with 
I the current fragmentea market structure-^could lead to - . 
I unintended errors cascading through the financier system: 

1 Regulators and market participants must help ensure that 
1 adequate controls and nsk-management practices are in . 
place to mitigate these nsks. 

High-speed algorithmic trading utilizes computer ' 
algorithms to determine the timing, price, and quantity. 

\ of trades. High-frequency trading {HFT) is one partiduiar. ' 
type of algorithmic trading. While there is no standard, 
commonly accepted definition of HFT in the indusiryi'HFT. 
typically refers to the use of computerized trading to move, 
in and out of positions rapidly. gen©'a!ly ending the day ; 
flat with tittle or no exposure to the market on an overnight- 
basis. (h contrast, other .styles of algorithmic trading allow 
positidns' to be held over longer time horizons. HFT isV: 
widely used in U.S: equitieSi global futures, and global 
foreign exchange, accounting for nearly 56 percent. 52 
percent, and 35 percent df'total trading, respectively, in 
2011 (Chart F.1). 


Chart F.1 . , HFT % Use in Various Asset Classes 

■ PBrceiTt:. ■.'End'Dato: 2012' Perconi 


Ctobal FX . 

Global Fixed Income 


70 


.Algonthms have long been used in U.S. equities markets, 
notably to route orders to the trading venue with the best 
execution pnce.in compliance with the SEC s Regulation 
Nahon^ M^ket System (NMS). Over the past decade, 
algorithms have been adapted for trading in other 
assetciasses; A notable class of computerized trading 
Ejgorithms is so-called black box ' strategies, which are 
fully automated and preprogrammed, and which generally 
have frades initiated directly by the algorithm itself. Black 
box trading algonthms are capable of reacting to market 
data, fransmitting thousands of order messages per 
second directly to electronic trading venues, cancelling 
:^d replacing orders based on changing market 
conditions, and capturing price discrepancies with little or 
, no hurhari intervention. 

GK^n the, speed with which these transactions are . 
executed,.errors can propagate rapidly through; , 
systems and across markets. Such errors could include ' 

, unintended accumulation of large positions, out-of-contro! 
.al^thms, and erroneous “fat finger" trades. As a result,;. ■ 
: prudent and timely risk management is of paramount 
importance in these' mal<ets. Appropriate pre- and post- ' 
trade risk controls are desirable at all levels of the trade life 
cycle, from trade submission to trade matching, clearing, . 
and settlement Therefdre,, tradihg firms, exchanges, . 
broker-dealers (BO), future cbmrhissioh rherchanls (FCM), 
foreign exchange prime brokers (FXPB), ' Service providers, , 
and clearing organizations each; have an. important role tb;. 
play in preventing/detecting, and responding to potential ; . 
computer-generated trading errors. . 



The desire for faster executibfl has prompted changes . 
within the marketplace to rninimize latency. .Latency Is a 
measurement of the time it takes: to send an order to a. 
trading venue and for a trading venue to acknowledge . 
the order. Participants seek to minimize latency in 
order to increase the chances. of getting prompt . .. 
order execution at the best price. Factors affecting 
latency include geographical distance and response . , 
time from the exchange’s matching engine and the 
speed at which market data and other signals from the 
marketplace are processed. 


Note: 2012 Estimate. 
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Reducing latency is particularly important for high- . 
trequency traders because the passage of time, even for 
an instant, exposes them to market risk., Price makers : 
are exposed to tne nsK that their orders could remain . : 
in the order book after the market has moved in the 
opposite direction of their trading strategy and before their 
cancellations are processed. Price takers are exposed . . : 
to the risk that a resting order they v/ant to capture could . 
be cancelled prior to execution or could becaptured.by 
another, faster trader. • 

In response to demand for faster execution, sometradirig : 
venues allow “direct access” (sometimes referred to .V C: 
as “sponsored access"), through which certain trading ; .r. 
firms access the exchange's matching engine directly,: ; > 
bypassing the systems of their sponsoring BD, FCM, dr , 
FXPB. It is important that sponsoring entities offering- 
direct access have proper controls in place for monitoring 
their clients’ activity across the relevant platforms. Another 
way trading firms can reduce latency is to place-(c6- , ; 

locate) their servers as near as possible to the trading 
venue’s matching engine(s). An important policy issue ;, 
is the extent to which trading firms have equal access 
to co-iocation dr direCt:access services. BDs, FCMs, ■ 
and FXPBs are financially responsible for the trades 
ot all their customers,, including those' that engage in 
algorithmic tradihg. .To. help, ensure prudent customer risk 
management in the eqbity market, the SEC implemented 
(Ruts 15d3-5 irv Ju|y.2d|1,(Vi/hic other things) 

. requires , BDs to maintain a: system of cdhtrols and 
.' supervisofy. procedures reasonably designed to limit 
the financial exposures arising from customers that , 
access the markets directiy,^ In addition, the SEC recently 
approved two .proposals by the SRO and FINRA. The 
first proposal would update, oh a pilot basis, the existing 
sirigle-stock. circuit breaker mechanism with an additional 
“iimit-up" and limit-down" mechanism that effectively 
prohibits trades from being immediately executed at 
prices outside of prescribed rolling bands.' The second 
proposal vyould update, also on a pilot basis, the existing 
market-wide circuit breakers that, when trigg^ed, halt, 
trading in ali exchange-listed securities throughout' . 
the U.S. markets. The proposed changes tower the . 
percentage-decline threshold for triggering a market-wide 


trading halt and shorten the amount of time that trading i 
IS h^ted. Among other things, tnese mechanisms would i 
help mitigate the impact of any algorithmic orders tnat i 
could otherwise rapidly drive ttie price of a stock up or i 
•down. In the futures market, the CFTC has adopted rules I 
to bolster nsk management at the exchange, clearing firm 
. and oUier levels, in the foreign exchange market, prime 
brokers are increasingly making use ot post-trade services 


designed to help prime brokers manage client risk on a 
reat'timej intraday basis across multiple trading venues. 
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Chart 5.4.5 Annual Payment Clearing Volumes 


Millions of Transactions EndDale;2011 MWonsof TransacSons 



1989 1993 1997 2001 2005 2009 

Source: Federal Reserve, CHIPS 


Chart 5.4.6 Annual Payment Clearing Values 


Trillions of USS End Date: 2011 TriKonsofUSS 
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Source: Federal Reserve, CHIPS 


Chart 5.4.7 Fedwire Funds Daylight Overdrafts 

Milllor^s of USS End Oaio: 2012 01 Millions of USS 



LLC. The Fcctwire Securities Service 
provides securities is.suance, seltlemeru, 
and transfer services for the U.S. Treasury, 

U.S. gov’ernment agencie.s and governmcni- 
sponsoretJ enterprises, and cerlain 
international organizations. 

There was a sharp decline in 2(>()y in annual 
payment clearing voUinic and vaiuc for the 
Fedwire Funds Service, (iHIPS, and the 
Fedwire Securiiies Service from pre-crisis peaks 
(Charts 5.4.5 and 5.4.6). From 2009 Uitxnigh 
2011, volume and values continued to modestly 
decline for the Fedwire Sec urities Service and 
.showed a mrtderate rebound lor Fedwire Funds 
Service and CHIPS. 

Two noteworthy developments in U.S. large 
value payment systems are the rcduceii use 
of daylight overdrafts (Chart 5.4.7) and the 
earlier submission of payments (Chart 5.4.8). 
Before 2008. only 20 percent of Fedwire Funds 
Service payments (by value) were settled by 
1:00 p.m. (Fastern), and only 50 percent were 
settled by 4:00 p.m. (Eastern). As of May 2012, 
some 20 percent of Fedwire Funds Service 
value settled by 10:00 a.m.. and 50 percent 
settled liefore 2:00 p.m. (Ea.stern). Both of 
these developments appear to be driven largely 
by the increase in the quantity of resen'es on 
hank balance sheets (Chart 5.4.9). From an 
operational risk penpective, earlier payment 
submission decreases the poicntia] magnitude 
of liquidity dislocations and risk in the financial 
industry should an operational disruption 
occur near the dose of the Fedwire day at 6:.'10 
p.m. (Eastern). An open question is whether 
payments will revert back to late-in-the-day 
.settlements if and when reserve balances revert 
to the pre-crisis norm. 

.'V final noteu’orlhy development in wholesale 
|)aymenis and settlements i.s the release by 
the Committee on Payment and Settlement 
Systems (CPSS) and the Technical Committee 
of the International Organization ofSecurittes 
Commissions (IOSCO) of a new package of 
siandatds called Principles for Financial Market 
Infrastructures, subject to adoption by regulators 
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in individiiii! jurLsditiions. '['be principles 
are inleiuied to apply !<> ai! systemicaily 
imporlanl payniem sysiems. central securities 
depositories, securities seulement systems, 
eeniral coiinierpardes, and inide repositories 
(rollcciively "finaiicia! maikci itirraslructures’'). 
These principles comain new and more 
demanding international requirements that are 
designed to help ensure that the infrastructure 
suppo! I itig global financ ial inarkels is more 
robust anti thus well placed to withstand 
iinanrial shocks, flic ( '.TSS and K>S(X) 
members (ineluding the Federal Reserve, the 
CFTC, and the SECi) will strive to implement the 
new standards by the end of 201 2. 

5.4.3 Derivatives Infrastructure 

Global u.vfi oj ovn-lhe-cnunlifT (OTC.) flerTvaihips 
pxpandi'd in 20! L Inmashi^ly, these deiTvafives atf- 
aodmll'i rlenred, and data on these derivalives tmdes 
aie reported to bade repositories, developments which 
enhaiKe roinisliiess of these markels. 

Global Derivatives Volumes 

As measured b)' notional vahte, the global OTC 
market has grown considerably faster than the 
exchange-traded derivatnes markets (Chart 
5.4.J0). Comparing the .second hall of 2011 
to the second half of 2()K), the OTC market 
grew at an 8 percent pace, rellt cting continued 
strong tlemand by end itscrs fot customized 
risk-management products. In contrast, the 
exchange-traded markets declined by ,17 
percent over this period. Notional volumes 
For both exchange-traded and OTC interest 
rate products declined sharply in the second 
half of 2011. with notional amounts for OTC 
interest rate swaps dropping from trillion 
(U.S. dollars) to S.504 trillion from 201 1:111 
to 2011:112. and exchange-traded numbers in 
the same period declining from $70 trillion to 
$.53 trillion (Chan 5.4.11). h is likely that these 
declines were due to less need for interest-rate 
hedging in an environment of low interest rates 
and diminished credit growth. 

As measured by number of contracts, over 
two-thirds of exchange traded derivatives 
were traded outside the United States in 


C>iart5.4.8 Deciles of Fedwire Value Time Distribution 


TimeerfOay AsOt: 31-May-2012 TimeofDay 



Source; FRBNY, hlartio. Secti and McAndrews (2012) 


Chart 5.4.9 Reserve Balances 

BilionsafUSS End Date: 4.Juf-2012 



Souree: Federal Reserve 


Chart 5.4.10 Global OTC and Exchange-Traded Derivatives 
Growth 


End Date: 2011 Q4 



Note: Notional values, Indexed si 
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Chart 5.4.11 Global Exchange-Traded Derivatives 

TrilliDns of USS End Date: 2012 Q1 TrilHons of USS 
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Chart 5.4.12 Exchange-Traded Derivatives Globalization 
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Source: Futures Industry Association 


Chart 5,4.13 SwapCIear Volume 
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2011 (Chart 5.4.12). The share o( dei-ivaiives 
TOlume imded on non-U., S. exchanges has been 
increasing over the past several years. 

Central Clearing of Derivatives 
A major trend in OTU niarkcis over the past 
few years is the increasing niniibers of OT(; 
dcrmtth’cs cleared by central cotiinerparty 
(CCP) clearing houses. CUP provide credit risk 
mitigation for niatkei participants hv acting as 
buyer to every seller and seller to every biiyci'. 
Prior to 2009, there had been central clearing 
of OTC derivatives, including clearing of 
intei'est rate swaps (IR.S) by LClI.Clearnei's 
SvvapClcar and clearing of v arious energy 
derivatives bv the ClearPot t svsieni operated 
by the New York Mercantile F.xchange (now 
part of Chicago Mercantile E.vchange. or CMK) 
and by InterconlinenialExchange’s (ICIC) 

ICE Clear Europe. In 2009, ICE Clear Credit 
{fornferly known as ICE Trust) and ICE Clear 
Europe, as well as CVIE, began clearing credit 
default swaps (CITS). Since the 2009 0-20 
commitineiu, which calls for central clearing 
of all standardized OTC derivative contracts 
by the end of 2012. clearing activity has grown 
dramatically in all .such as.set classes. Subsequent 
legislation in the United Slates (the Dodd- 
Frank Act) and regulation in the European 
Union (the European Market Infrastructure 
Regulation) are con.sisient with the spirit of the 
G-20 comniiiment. 

.A good deal of progress has been made 
toward central clearing of staudardizecl O TC 
derivatives contracts, alihotigh there is still 
progress to he made. l.CII.Ciearnet’s SvvapClcar 
reports that the outstanding notional value of 
cleared IRS has grown iToin ahotil: $70 trillion 
in 2007 to almost $800 trillion going into 
June 2012 (Chart 5.4.18). The number of new 
IRS contracts cleaix-d per month (“monthly 
registi aiion" in Chart 5.4.18) has risen from 
a bit over 20,000 in 2007 to nearly 1.50.000. 
SwapCIear now esiimaie.s that 52 percent of new 
IRS trades arc presented to it for clearing. As of 
June 29, 2012, 40 percent of the notional value 
of IRS cleared by SwapCIear is denominated 
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in cuni.s, vsiih .‘>6 perc:t-nt cletiominaied in U.S. 
dollars (Chart 5.4.14). 

CDS markets also show a substantial increase 
ill centraliy cleared contracts. According to the 
imenuitionai Swaps and Derivatives Association 
(ISDA), ceiurally cleared CDS contracts 
represented 10.6 percent oi the notional 
amounts outstanding as o!' December 2011. The 
iwo major CCPs for CDS both show significant 
growth in clearing: ICE (dear (aedit’s open 
interest has grown from de minimis amounts 
three years ago to §90') hillion notional as of 
June 1.5. 2012, comprising S470 billion in index 
products, SS9() billion in corporate single- 
name contracts, anti S4.5 billion in sovereign 
single names. I(X Clear Europe reports similar 
growth (Charts 5.4.15 and 5.4.16). 


Chart 5.4.14 

Outstanding SwapClear Volumes 

AsOf:29.Jun-2012 




Outstanding Notional 

Outstanding 

Currency 


(Trillions of USS) 

Trades 

USD 


109.3 

357.663 

EUR 


121.8 

340,609 

GBP 


23.6 

105,031 

JPY 


33.8 

148,162 

CHF 


3.4 

24,736 

Other 


135 

110,385 

Total 


305.6 

1,094,586 

Source: LCH.aeamet 


Chart 5.4.15 iCE Clear Credit 


CCPs liav'c addctl numerous new products to 
clearing. For example, the various clearing 
entities associated with the ICE' added over 12.5 
nevv OTC derivatives to their lists of products 
accepted for clearing, including energy swaps, 
emission swaps, and additional index, single- 
iiaine and soi^ereign CiDS over the past few 
months. Eiurex Clearing has announced its 
intention to begin clearing OTC IRS in the 
second half of 2012. In mid-March 2012, 
l.Cll.Clearnet’s ForexClear began clearing 
OT(; foreigti excliange (FX) non-tleliverablc 
forwards (NDF), (ilME Group is also now 
clearing OTC FX, and NDF. ICE announced 
their plans to begin NDF clearing as well. 
Finally, the Options Clearing C^n poration is 
developing a Standard & Poor's (S&P) 500 OT(' 
option for clearing. 

One of the expected benefits of cctnralized 
clearing of OTC derivatives is the possibility 
of netting offsetting contract.s that accumulate 
through repeated trading. I.CH.Clcarnet’s 
SwapClear reports a reduction of about 25 
percent of the notional value presented to it 
for clearing ihrough netting, tearing up of 
offsetting comracts, and other processes to 
eliminate redimdani comracts. ICEl Clear 
Credit reporis a innch larger netting efficiency. 
They achieved a reduction of about 90 percent 


Thousands of Trades End Date: 18-Jun-2012 BillionsofUSS 



Souree: ICE Note; Only Irading days shown. 


Chari 5.4.16 ICE Clear Europe 


Thousands o( Trades End Date: 18-Jun-2012 Billions of euros 



Source: ICE 


Note: Only irading days shown. 
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of the notiofial value ol ihe origiiial (;i)S trades 
presented for clearing through netiiiig, lear- 
iips, and other compression [trocesses. 


Chart 5.4.17 interest Rale Derivatives 

As Of; 20-A[w-2012 


Gross Gross 

Notional Notional Trade Trade 

Counterparty Type (BUSDEQ) {%) Count Courrt(%) 

CCP 259.704 52% 1,919,070 42% 

G14 Dealer 62,124 17% 669,661 16% 

Non-G14 Dealer 154,061 31 % 1,813,638 42% 

Total 495.B89 4 , 302,569 


Source; TriOptirra 


Note: The G14 rs an industry group of the moM 
ctlve glob^ derivatives dealei^. A G14 dealer is 
at least one side of cdl TriOptima trades. 


Chart 5.4.18 CDS and Other Credit Derivatives 


As Of: 29-Jur>-2012 



1 Seller Type , I 

Dealer 

Non-Dealer 

/Customer 

Totals 

Gross CQfitracts 
Notional 
(Sillionaol 

USS601 

ConUacK 

Notional 

<ertlnM1S0i 

CocroecR 

Notiwal 

(Billions^ 

uss eo) 

1 

1 

Dealer 

15,714 1718,302 

<.627 2S4.067 

20,341 2.012.369 

Non- 

Dealer/ 

Oiislomer 

4,623 284..VS4 

28 2,749 

4,658 287.133 

Total 

20,343 2.002.686 

4.6S6 298.S16 

24,999 2, 299.502 


Source: Trade Irtformation Warehouse. DTCC 


Trade Repositories 

A relath-ely netv feature in the market 
infrastructure for swaps is the devclopinent 
of trade repositories (TR). L'nder Title VII of 
the Dodd-Frank .A.ct. the details of all swaps 
(an<l security-based swaps) will hav e to be 
reported to a TR (t)r to the (iFTC or SECi, as 
appropriate, if no TR is available). The major 
global swaps market participants ;uc working to 
establish a trade repository for each asset class 
and have volunlarily provided inFormation to 
the repositories on their ongoing and, in some 
instances, legacy trades. TRs are operational 
in the United States, United Kingdom, and/ 
or Luxenilxiui g for interest rale swaps, credit 
default swaps, equities swaps, commodities 
swaps, and FX swaps. Additional TRs are 
expected to be operational by year-end 2012. 

TRs data can be used to measure the si/e and 
coniposition of different .swap.s markets. For 
example, according to TriOpfima, a TR that 
served the interest rale derivatives market 
through inid-2()l2 (before being replaced 
by a unit of Depository T rust and Clearing 
Corporation), some $495.0 trillion (notional) 
interest rate derivatives contracts liave l)een 
reported to the TR by the so-called G-14 
dealers, of which a bit over one-half are cleared 
bva (iCP (Chart 5.4.17), The vast majority 
of these centrally cleared swaps are dcaler- 
lo-dcaler contracts. In addition, another 17 
percent reported as non-centrally cleared 
dealcr-io-dcaler contracts were among the 
(.'.-14 major swaps dealers. Similarly, the Trade 
Irtformation Warehouse, a TR for CDS, reports 
that §2.5.0 trillion (notional) CDS contraci.5 
were reported to the TR, of which $1.5.7 trillion 
(approximately 63 percent) are deaier-to- 
dealer (Chart 5.4.18). Thi,s preponderance of 
dealer-to-dealcr swap.s, e.specialiy those among 
the largest dealers, appears to be an ongoing 
feature of these markets. Industry contacts 


205? F30C // --liifriio/ 



162 


report that ihe.se inierdealer trades are mostly 
For the purpose oi hedffing the risks associated 
with inarkec-makitig activities. It is of interest 
iltal, in aggregate, dealer positions as seller 
of CDS protection (.S2().S4S trillion notional) 
approximately equal dealer positions as buyer of 
such protection (S^O.o'll trillion notional). In 
other words, the dealer community in aggregate 
has approximately a flat CDS hook without a 
pronounced directional lilt. 
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R(\t>ul;itC)ry Developments; Coiindl Activit ies 


Over the last rear, Dodd-Frank Act implementation included introducing 
.stronger stipervision, risk management, stress testing, and disclosure standards; 
esiablishing resolution plans and an orderly liquidation regime lor Finam ia} 
companies; regulating the deriratives markets to reduce risk and increase 
transparency; reforming the securitization markets; enhancing standards and 
disclosure requirements for hedge fund advisers; and implementing measures to 
enhance consumer and investor protection. 

In addition, the Council has continued to make progress in fulfilling its maiuiaie. 
It has issued a final rule and guidance relating to the designation of nonbank 
financial companies for Federal Reserve supervnsion and enhanced prudential 
standards, and has finalized the designation of an iniliai .set of eight systeinically 
iijipo! lani financial market utilities that will be subject to eiihaiu ed risk- 
management standards. The Council also continued to monitor potential risks 
In LFS. financial stalnlity; fulfilled explicit statutory requirements, including 
the completion of three reports; and sen’cd as a forum for discussion and 
coordination among the member agencies implementing the Dodd-Frank Act. 

rite following is a discussion of the significant implementation progress the 
Council and its member agencies have achieved since the Council's previous 
annual report. 

6.1 Safety and Soundness 

6.1 .1 Enhanced Prudential Standards and Dodd-Frank Act Stress Tests 

Sect ions 165 and 166 of the Dodd-Frank Act require the Federal Resert e to establi.sh 
enhanced ftruflemial standards and early remediation requirement-s for certain large 
bank bolding conqtanies (BlICs) and for nonbank financial companies tiesignaied 
for Federal Re.serve super\ ision. In December 20! I . the Federal Reserve issued, 
for public comment, a proposal to implement the eniianccd prudential standaixls 
and early rtrmediiUion requiremems. The Dod<l-Frank Act requires the enhanced 
standards csiabiislied b\’ the Federal Reserve for covei-ed comjMinies under Section 
1 ().^) to (i) be more stringent than those standaixls applicable to other BMCs and 
nonbank financial companies that do not present similar ri-sks to U.S. financial 
stability and (ii) increa-sc in stringency based on the systemic footprint and risk 
cbiiracteristics of individual ctnered companies. 

Tile Federal Reserve’s proposal incliKles risk-basetl capital, leverage, liquidity, single- 
coumtrrpany credit exposure limits, supervison' and company^run stress testing, 
r isk management and a risk committee, and early remeditilion lequiremcnis. 

The pioposal would gtmerally apply to all U.S. BI iC.s with consolidated assets of 
-SoO billion or more and any nonbank financial comj)any that Ls designated by the 
Council for siqx‘i-\'ision by the Federal Resene. The requirements to establish a 
risk committee of the Ixxird of directors and to conduct a comjxuiy-run stress test 
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would also apjjly lo Elites with total consolidated assets of SIO billion or more. With 
the e.xception of the. requirements related to company-run stress tests, sa\iags and 
loan holding companies (SLIKls) that are not designated by the Council would tioi 
be subject to iltc requirements under this proposal. The Federal Reserve’s proposal 
addresses the following: 

Risk-based capita] and leverage requirements. These ni!e.s would be 
inipicmcnled in two phases. In the Hrst phase, the instilulions would be siibjcci 
to die Federal Reserve’s capita! plan rule, which was published in December 2011. 
That rule requires covered companies to develop annual capita! plans, conduct 
stress tests, and maintain adequate capital, including a tier one common risk- 
based capita! ratio greater than 5 percent, under both expected and stressed 
conditions. In the second phase, the Federal Reserve would issue a proposal 
to implement a risk-based capital surcharge based on the framesvork and 
methodology developed by the Basel Catmmittee on Banking Supervision (RGBS). 

Liquidity requirements. These measures would also be implemented in multiple 
phases. First, cosered companies would be sulyect to qualitative liquidity 
risk-managcmeni standards generally based on the interagency liquidity risk- 
managenteni guidance issued in March 2010. These standards would require 
covered companies to conduct internal liquidity stres-s tests and set internal 
quamitalivc limits to manage liquidity risk. !n the .second phase, the Federal 
Reserve would is.sue one or more proposals to implement quantitative liquidity 
requirements based on the Basel fll liquidity requirements. 

Stre.ss tests. Slfes,s tests of the covered companies would be condticted annttaliy 
by the I'cderai Reserve using three economic and fmaticial market strnarios. A 
snmtJiaiy cif the rtrsnlts, indttding tomjrany-specific infonnation, would be made 
]juhlic. In ackiitiott, the proposal would require covered companies to conduct 
one ot more con>f5<\n>-run stress tests each sear artd to make a summary of their 
results public, 

Single-counterparty credit limits. These i equirements wotild limit credit 
exposure of a covered Fmancia! company tti a single counterparty as a percentage 
of the firm's regulatory capital. Cre<iit exposure heiween t he largest financial 
companies would be subject to a tighter limit. 

Ri.sk management requirements. The pioposal would require covered 
companies to e.stablish a stand-alone risk committee of the board of directors, 
and appoint a chief risk officer to oversee enterprise-wide risk management. 
BHCs with SIO billion or more in consolidated assets would also be required to 
establish an independent risk committee of the board. 

Early remediation requirements. These measures would be put in place for all 
firms subject (o ilie propositi so ihai financia] weaknesses are adtlressed at an cat ly 
stage. The Federal Reserve has proposed a number of triggers for remediation — 
such as citpiial level, s. stress test re.suks, and risk-managemettt weaknesses — in 
some cases calibrated to be forward-looking. Required aciioits wxmld viuy ba,sed 



165 


<ni i!k: severity of the situation but could include restrictions on j'l owth. capital 
<iisi t ibuiions, and executive compensation, as well as capital raising or asset sak^s. 

T!ie Federal Reserve consulted with members of the Council in developing this 
]>ro[^osal. The comment period for the proposal closet! on April 30, 2012. 

In addition to the stress-testing requirements to be conducted by the Fcdera! 

VC, Section 165(!)(2) of the Dodd-Frank Act also requires certain iinancial 
insiiiuiions to conduct stress tests based on regulations issued by that institution's 
pi itnaiy feriera! regulator. In January 2012, the OCC, Federal Reserve, and FDJC 
issued proposed rules to implement these stress test requirements for institutions 
where they are the primary federal regulator. The comment period on these rules 
dosed in April 2012. The Federal Reserv'C, OCC, and FDIC are coordinating their 
ves[)ecuve rulemaking to implement these provisions. 

6.1.2 Transfer of Office of Thrift Supervision Functions 

Title HI of the Dodd-Frank Act transferred various powers and functions of 
the former Oflice of Thrift Supervision (OTS) to the OCC, FDIC, and Federal 
Reserve. This transfer of function.s occurred on July 21. 201 1, with the Federal 
Reserve assuming responsibilitiet for SLHCs, tlse OCX' assuming responsibilities 
fo! le<i<;rat ravings associations, and the FDiC For state savings associations. T he 
0('(>, FDIC, and Federal Reserve coordinated their efforts to help etistire a smooth 
transfer of these functions and affected OTS employees. To clarify which agency 
will be enforcing the OTS rules, the Dodd-Frank Act required the OCC, FDIC. 
and Federal Reser\e to publish a notice in the Federal Register itlentifying thtise 
regulations of the OTS that the agencies will enforce. The FDIC and OCC issued 
a joint notice on July 6, 2011, and the Federal Reserve Issuetl its notice on July 21, 
2011, The OCC has taken a number of additional actions to incorporate applicable 
OTS rcgttliuions in the OCC’s chapter of the (axle of Federal Regiilation.s and 
to integrate OTS and OCX^ regulations and sujjervisory guidance. The Federal 
R«;serve ha.s siiniiarly taken several .steps to esutblish regulations ttnd supervisory 
guidance for SLHCs. On July 21, 201 1 . the Federal Resc'ne issued supervisory 
guidance discussing the Federal Reserve's transitional su[jervisory approach for 
SI,HCs. The Federal Reser\e also puhlishcd an interim rule to incorporate STTIC's 
into the Federal Re.serve s chapter of the Code of Federal Regulations and notices 
outlining the regulatory reporting requirements for SLHCs. 

As of December 31. 20H, there were -117 top tier SLHCs with estimated 
total con.sol!datetl assets of approximately S3 trillion. These SLHCs include 
approximately 4<S companies engaged primarily in nonbanking activities, such 
as insurance underwriting (approximately 27 Sl.l Ids), commercial activities 
(approximatelv 11 SLHCs), and securities brokerage (10 SLHCs). 

The 2.5 largest SLHCs accounted for more than $2.6 trillion of total consolidated 
asst'ts. (.>f' the SI .1 IC-s engaged primarily in {leposiiory activities, only five 
institutions tvere in the top 25. yet approximately RH percent of the total SLMC’s 
were engaged primarily in tlepository activities. The ilepository firtns, however, held 
only 13 percent or S388 billion of the total SLHC consolidated assets. 
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6.1.3 Capital Standards, Comprehensive Capited An^ysis and Review, and 
Supervisory Guidance regarding Stress-Testing Practices 

In June 20rJ, the federai banking agencies invited comment on three joint 
proposed rules that would revise and replace the agencies’ current capital 
rxiles. The proposals would implement, in the United Slates, certain aspects 
of Rase! II and 2.5, the Basel HI capital reforms, and the Dodd-Frank Act, and 
woukl address shortcomings in regulator>- capita! requirements that became 
ap])areiii <hii iitg the recent linancial crisis. The First Basel III notice ol proposed 
rulemaking (NPR) would apply to all insured banks and savings associations, 
lop-iier RHCs donticilcd in the United States with more than $.500 million in 
assets, and SI. I lUs that are domiciled in the United States. Provisions of this NPR 
tiuu would ap])ty to lht^se hanking organizations indiKle implementation of a new 
common equity tier one minimum capital requirement, a higher minimum tier 
one capital requitemem, and, for banking organizations subject to the advanced 
approaches capital ruk's, .a supplementary leverage ratio that incorporates a 
broader set of exposures. Additionally, consistent with Basel HI, the agencies 
propo.se to apply limits on a banking organization s capita! distributions and 
certain discretionary bonus payments if the hanking organization does not hold a 
specified ‘ ImfJer ' j)l common equity tier one capita! in addition to (he minitiiuiu 
risk-based capita! requirements. This NPR also would revise the agencies' 
prompt corrective action framework by incorporating tlie new regulatory capital 
rninirnums and introducing common equity tier one capital as a new regulatory 
capital component. Prompt corrcclhe action is an enforcement framework that 
constrains the ac tivitkts of an insured depository institution ha.sed on its level of 
regulatory capital. 

In the second capital NPR, also known as the “standardized approach." the 
agencies propose to revise and harmonize rules for calculating risk-weighted 
assets to enhance risk sensitivity and address weaknes.ses idenlilied over recent 
years, including by incorporating a.speci.s of the Basel II sumclardized frainewoik, 
and alternatives to credit ratings, consistent with Section 939A of the Dotid- 
Frank Act . The revisions include methods for determining risk-weighted assets 
for residential mortgages, seenritization exposure.s, and coiinterparcy credit risk. 
The NPR also would introduce disclosure requirements that would apply to U.S. 
banking organizations with $.50 billion or more in total assets. This NPR would 
apply to the same set of institutions as the first NPR. 

The third Basel III NPR would revise the advanced approaches risk-based capita) 
rules consistent with Basel ill and other changes to the BCBS's capital standards. 
The agencie,s also propose revbing the advanced appmaches risk-based capital 
rules to be consistent with Section 939A and Section 171 of the Dodd-Frank .Act. 
.Acklitionally, in this NPR, the OCC. and FDIC propose that the market risk capital 
rules apply to federal and state savings associations, and the Federal Reserve 
proposes ciiar the advanced approaches and market risk capita! riile.s apply to 
top-tier SLlIGs domiciled in the United States if stated thresholds for trading 
activity arc met. Generally, the advanced approaches rules would apply to .sue h 
institutions with S250 billion or more in consolidated assets or SH) billion or more 
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ill loieign exposure, and the market risk capital rule would apply to .SIJICs with 
signifirant trading activity. 

hi March 2012, the Federal Reserv’e disclo.sed summary' results of the 2012 
Cotiiprehensive Capita! Analy^tts and Review (CC.-^R). The CCAR is an exerc ise 
to evaluate the capital planning processes and capital adequacy of the largest 
Bi ICs. This exercise includes both company-run and supervisory stress te.sis lo 
< valuaic whclher linns would have suOicieiil capita! in times of .severe econonuc 
aiui finatieial stress to continjte to lend to hottseholds and btisiiu'sses. 1 he Federal 
Reserve estimated revenue and losses under the stress scenario based on detailed 
<ia{ a provided by the firms and verified by supervisors. (See Sect ion 5.2 for a more 
detailed discussion of the (XIAR.) 

.-\s a jrart of the CCAR, the Federal Reserve evaluates insriiuiions' capital plans 
ac !X)ss a range of criteria, inchiding a stress test tfiat examines whether a fi rtn 
could make all the capital distributions included in its plan, such as dividends 
and slock repurchases, while still maintaining capital above the Federal Reserve’s 
standards in a hypothetical supervisory stress scenario. Other cc'nsiclerations for 
capital disiribniious include tui evaluation of (he firm.s' capital plamiiiig processes 
and plans to meet the new Basel Hi requirements that are scheduled to be phased 
in beginning 2013, assuming the final adoption of the Ba.scl ill NFR. 

Under Ute Federal Reserve's proposed stress-testing rules (noted in Section 
6.1.1), the resu!l-s of the company-run stress test would he incorporated into the 
analysis supporting a company's capital plan submi.ssion. The supervisory stress 
test would be conducted by the Federal Reserve during the annual capital plan 
teview proces.s and would be used as a tool to help the Federal Re.sei ve a.ssess the 
adequacy of the company’s capital plan. 

In April 2012, the Federal Re.serve anttounced the formation of'the Mode! 
Validation Cotmei) (MVU). The MVC will provide the Federal Reserve with 
expert and independent advice on its process to rigorously assess tite ittivdels 
used in stress tests of banking jn.stitmions. The .VfVC is intended to improve the 
quality of the Federal Reserve's mode! assessment program and to strengthen the 
confidence in the integrity and imit pendence of the program. 

In May 2012, the Federal Reserve. (XXl. and FDIC issued final supervisory 
guidance regarding stress-ie.sting practices at banking organi/ations with 
total consolidated assets of more than SKI billion. The guidance highlights 
the importance of stress testing at banking organizations as an ongoing 
risk-management practice that supports a banking organization’s forward- 
looking assessment of Us risks and better equips it to address a range of 
adverse outcomes. While the guidance does not implement the .stress-testing 
requirements of the Dodd-Frank .Act for certain large BHCs and nonbank 
fuiaivcial companies designated for supervision by the Fetleral Rt-serve (see 
Section 6,1 .1), the guidance is intended to provide entities subject to the 
Dodd-Frank Act or other stress-testing requireraenis with principles to foilow 
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\vht;n conducling stress tests in accordance with the Dodd-Frank Act or other 
sUtiut.ory or regulatory requirements. 

6.1.4 VolckerRuie 

Section 619 of the Dodd-Frank Act, commonly known as the Vbicker Rule, 
generally prohibits hankii^ entities from engaging in proprietary trading and 
IVoin inresling in or sponsoring hedge funtls and private equity funtls, subject to 
ceriain exceptions. 

Set lion 619 recjuires implementation in set-eral stages. First, the Council was 
i'equir cd lo toiwinct a study and make recommendation-s on implementing 
tlie Voicker Rule. The Council study, which was issued on January 18, 2011, 
recommended [irinciples for implementing the Voicker Rule and suggested a 
comprehensive framework for identifying activities prohibited by the rule, including 
an interna! compliance regime, quantitative analysis, reporting, and supervisory 
ie\ie\v. Second, the Federal Reserve was required to publish a rule to implement 
the ( onformance period during which banking entities, and nonhank financial 
companies supervised by the Federal Reserve, must bring their activities and 
investments into compliance with Section 619 of the Dodd-Frank Act. The Federal 
Reserve published a final conformance ndc on Fcbnimy 14, 2011. 

By statute, following completion of the Council’s study, authority to atlopt 
imiilcnieniing regulations is dividetl among the Federal Reserve, FDI(,1. OCC. .8EC. 
and CFi'd The statute retjuires the rulemaking agencies to consult and coordiriatc 
with each other, as appropriate, for the purposes of as.suring, to the extent 
possible, that their rules are comparable and provide for consistent application and 
implemenlavion. The Chairperson of the Council is responsible for coordination 
of the regulations. On October J 1 and 12, 201 1, four of the rttleinaking agencie.s 
im'ited tlie public to comment on proposed rules itnpleinenting tlte Voicker Rule's 
prohibitions and retjuirements. Tlte CFTC requested comment o»i a substantivel)' 
identical proposal on January II, 2012. The agencies received over 18,000 
coiiJinenCs from the public on tlie proposal and are working to iinali/c their rtilcs. 

Pending issuance of final rules, the Federal Reserve i.ssued a statement of policy on 
April 19, 2012, clarifying that entities subject to ihc Voicker Rule hav<j the full two- 
year conformance periotl provided by statute, which woul<! be until July 21. 2014, 
to conform their activities and investments to tl>c requirements of the Voicker Rule 
and the final implementing rules. By statute, that deadiinc may he exlentUxl by 
the FVderal Reserve. The Federal Reserve’s statement of policy noted that banking 
entities should engage in good-faith planning efforts to enable them to comply 
with the Voicker Rule and final inqilemcniing rukts by no later than the end of 
the staintor)' conformance period. The rulemaking agencies also announced that 
they plan to administer their oversight of banking entities under their respective 
jurisdictions in accordance with the Federal Reserve’s conformance rule and 
slatCTnenl of policy. 
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6.1.5 Resolution Plans and Orderly Liquidation Authority 


Resolution Pians 

Seciion 105(d) of the Dodd-Frank Art requires nonbank financial com|>iuii€s 
designate*! by the Council for supervision by the Federal Reserve and Bl iCs with 
toud ronsolidaied assets of $50 billion or more (“coi’ered companies") to jirepare 
and submit to the Federal Reserve, the FDIC, and the Council plans—sometinics 
referred to as “living wills” — for their rapid and orderly resolution under the U S. 
Rankniptcy (iode. The Federal ReserTC and the FDIC muse review each plan and 
may joinily determine that a resolution plan is not credible or wmdd not facilitate 
an ortlerly resolution of the company under the U.S. Bankrupicy ( lode. Failure 
U) resubmit a credible plan within the timeframe set by the Federal Reserve and 
FDIC may re.suk in the agencies jointly imposing more stringent capital, leverage, 
or liquidity requirements, or restrictions on the growth, activities, or opcraiioiis 
of the company. c>r any subsidiary thereof, until the company resubmits a 
plan that remedies (he deficiencies. If the company has failed to resubmit 
an acceptable plan within two years after the imposition of more stringent 
requireiueius or restrictions, the Federal Reserve and FDIC. in consukation with 
the Council, may jointly require divestiture of certain assets or operations to 
fac iliiate an orderly resedulion under the U.S. Bankruptcy Code in the event of 
the company’s failure. 

In NovembcT 2011, the FDIC and the Federal Resc^rve published a joint final rule 
that impiemenis the resolution plan requirement. In accordance with the joint 
final rule, covered companies with $250 billion or more in total nonbank assets 
(or. in the case of a foreign-based covered company, $250 billion or more in total 
I.I.S. nonbank assets) were required to submit their resolution plans to the Federal 
Reserve and the FDIC by July 1, 2012. Covered companies with at least SlOO 
billion (but less than S250 billion) in total nonbank as.sel.s (or at !ea.st $100 billion 
but less titan S250 billion in total U.S. nonbank as.set.s, for a foreign-based covered 
company) must submit their initial plans by Jtily 1, 2013. Covered companies with 
less ilian $100 billion in total nonbank assets must sttbmit their initial plans by 
December 31, 2013. 

As a compleiriern to this rulentaking, the FDIC is.sued a final rule rcquiritig atiy 
FDIC-insured depo.silory insiituiioo with assets ofSSO billion or more Co develop, 
maintain, and periodically submit plans outlining how the FDIC wc>uld resolve it 
through the FDIC’s resolution powers under the Federal Deposit Insurance Act. 
Tltese two rulemakings arc designed to work in taitdem by covering the full range 
of business lines, legal entities, and c^itpital sintcture combinations within a large 
finaitcial firm. Their overarching objecthx; is to promote stabiliiy, bin they should 
also improve contingency planning and risk management at a covered institution 
and improve the outcomes for an institution's constituencies and stakeholders if 
the institution fails. Importantly, as covered companies prepare and submit their 
living wills and those plans are reviewed, the process is expected to result in an 
ongoing dialogue between llte supervisors and th<' firms that allows for ctmtinuai 
iiupi overnenis as the plans develop. 
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Orcleriv Ljqurdation Auttiority 

I'itle li of the Dodd-Frank Aci establishes a new framework — 'the orderly 
liquidation authority (OLA) — to address the potential failure of a BHC or oilier 
linaiuiai ( oinpany when the failure of the financial company* and its resolution 
under the bankruptcy code or otherwise applicable federal or state law would 
have serious adverse effects on financial stability in tlie United States. Under 
OLA, ihe FDIC wonhl act as rcceiwr of the financial company, and wxmitl resolve 
tile coiTipany subject to OLA.' 

In July 2011, the FDIC board approved a final rule implementing its Title II 
authority, fhe rulemaking, among other things, clarified tlie claims process and 
priorities for unsecured creditors as well as the treatment of secured creditor.s in 
a Title 11 resolution. In March 2012, the FDIC published a proposed rule selling 
forth the conditions and requirements that would govern the FDlC’s exercise 
of its authority under the OLA to enforce certain contracts of .subsidiaries or 
afHhalcs of a financial company notwithstanding contract clauses that juu port 
to lenninaic, accelerate, or provide for other remedies ba.sed on the in.soivcncy, 
fiiiaiu ia! condition, or receivership of the financial company. The coiniiien! 
jK'i iod on the proposeii rnJc clased on May 20, 2012. It is anticipated that a final 
rule will be issued in the near future. 

Under Title II, the FDIC has the authority to borrow funds from the Treasury and 
to incur other obligations in connection with the onicrly liquidation of a financial 
company, subject to a maximum obligation limitation (MO!-). In June 2012, 
the FDIC and Treasury piiblisltcd, after notice and comment, a joint final rule 
governing the calculation of the MOL. Also, in April 2012, the FDIC adopted, 
after notice and comment, a final rule that sets forth the conditions muler 
which a mutual insurance holding company would be treated as an insurance 
company for purposes of Title II. The FDIC also intends to propose additional 
rules to implement the OLA. including (1) rules governing the minimum right of 
recovery and (2) joint rules with the SEC. after consultation with the Securities 
Investor Protection Corporation, governing the orderly 1-08011111011 of certain 
broker-dealers (BD). 

Furthermore, Section 210 of the Dod<i-Frarik Act requires the FDIC “to 
coordinate, to the niaxinnim extent possible" with appropriate foreign regulatory 
authorities in the event of a resolution of a covered company with cross-lKuxler 
operations, The FDIC has been working diligently on both multilateral and 
bilateral ba.ses with foreign counterparts in supervision and ix?solution to 
address these crucial cross-border issues. Although U.S. firms have operations 
in many countries, those operations tend to be concentrated in a relatively small 
number of key jurisdictions, particularly, the UK. The FDIC and UK authorities 
have made substantial progress in identifying and overcoming impediments 
to resolution. To facilitate bilateral discussions and cooperation, the FDIC is 
negotiating memoranda of understanding with certain foreign counterparis 
that will provide a formal basis for information sharing and cooperation relating 
to resolution planning and implementation under the legal framework of the 
Dt)dd-Frank Act. 
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6.1.6 Removal of Referencesto Credit Ratings 

Sc aion 9S9 of tlie Docld-Frank Act removes references to credit ratings in ceruiin 
stasutes. while Section 939A requires each federal agency to review iis regulaiions 
that require the use of an assessment of creditworthiness of a security or money 
market, instrument and any references to or requirements in such regulations 
regarding credit ratings. Each agency- mu.st modify its regulations as identified by 
the review to remove references to or requirements of reliance on credit ratings 
ami to .siibst iiute appropriate standards of creditworthiness. 

As required by Section 939A. after enactment of the Dotld-Frank Act. I'ederai 
agencies reported to Congress on the review of their regulations that use credit 
ratings and a description of any of the regulations. Numerous federal agencies 
bat e proposed or finalized rules that would moriify their la-gulations lo comply 
with the Section 939A requirements. For example, the federal banking regulators, 
ill fnne 2012, finalized revisions to the market risk capita! niics that iinplcnient 
allernalive.s to credit ratings for debt and securitization positions. Conciirremly, 
t he letleral regulators invited public comment on three proposed rtdes to rev ise 
and replace the agencies’ current capital rulets, including iniplementing the 
changes required by .Section 939A, The SEC adopted rule amendnieius removing 
credit ratings as conditions for companies seeking to use short-form registration 
when registering non-comertible securities for public sale and proposed several 
other rules that would remove credit rating agency references from many of its 
investment company rules and its rules applicable to BD financial respotisihility. 
disiributions of securities, and confinnaiions of transactions: the FDIG issued 
a final rule removing credit ratings from the calculation of deposit insurance 
risk-based assessments for large insured depository institutions; and the OCC 
issued a final rule to remove references to credit raiing.s in the OCC’s rules for 
investments in .securities, securities offerings and foreign bank capital equivalency 
deposit regulations. In December 2011, the FDIC proposed revisions lo part 362 
of the FDlC’s regulations that would prohibit an insured savings association from 
acquiring and retaining any corporate debt security unless it determines, prior lo 
acquiring such security atul periodically thereafter, that the Issuer has adequate 
capacity t.o meet all financial coirnnitniems under the .scemity for the projected 
life of the investment. The FDlC’s December 201 1 NPR Is consistent with the 
OCC’s final rule noted above regarding permissible investments. 

6.1.7 Insurance 

Section 111 of the Dodd-Frank An. which established the Council, also 
provides that one of the ten voting members, in addition to the nine named 
heads of federal agencies, .shall be “an itidependont member appointed by the 
rresidctu, by and with the advice and consent of the Senate, having instirance 
expertise.” On September 28, 2011, the President’s appointee, referred to as the 
"independent member,” was sworn in and sealed as a member of the Council for a 
six-year lenn. Since (hat lime, the independent member has estai>lishcd an office 
and has actively engaged in the work of the Council and its commillees with the 
assistance of a staff of two employees with insunince expertise. The independent 
member has also actively consulted wnth state insurance regulators and Federal 
Reserve System staff responsible for the development and implementation of the 
supervisory framework for insurance companies. 
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i he Federal Insurance OHice (FIO) within the Treasury was established by ihc 
DcHkl-Frank Act with the authority, among others, to monitor all aspects of the 
insurance industry, including identifying issues or gaps in the regulation of 
insurers that could contribute to a systemic crisis in the insurance industry or the 
U.S. financial sy-sieni. FIO is authorized to coordinate federal efforts and develop 
federa! policy on prudential aspects of international insurance matters, including 
represensing thes United States, as appropriate, in the International Association 
of Insurance Supervisors (lAlS). In exercising its authorities, FIO comulss witli 
fetleral agencies, insurance regulators, and interested parties. 

This past year, FIO joined the lAlS and its executive and other committees, all 
of which also indtirie U.S. state insurance regulators as members. Through the 
lAlS, insurance rcgulatoi's, supported by the National .Association of Insurance 
Commissioners (NAIC), and FIO work with the insurance supervisoi-s of of her 
couni t ies on international regulatory initiatives such as a common framework 
for regulating internationally active insurance groups. Through the lAlS, FIO 
and U..S. stale insurance regulators are also working collaboraiivcly with other 
insurance supervisors to dtw'clop a sound approach to (he ideiitifu ation and 
oversight of global syslemically important insurers. 

In addition to its existing responsibility for supervision ofaBHC that is a 
major life insurance company, on July 21. 2011, the Federal Re.serve assumed 
responsibility for over 2”) SI.UCs that engage in significant volumes of life, 
property and casualty, or title insurance underwriting. The unique aspects of 
the insurance industry are addressed in various regulations that have been 
published For tin; BHC anti SLMC populations. The Fetleral Reserve devekiped 
and implcmenied a specialized supervisory approach and customized sujxu visory 
guiclaTK C that reflccl-s the risks and characteristics of the industry. This approach 
indude.s communication and coordination with .state insurance l egulators. 

Insurance regulators, through the NAIC, continue work on updating the 
Insurance Financial Solvency Framework. Two of the more important initiatives 
relate to the coiuinued work of the Solvency Modernization Initiative, which led 
to the adoption of the Own Risk and Solvency Assessment (ORSA) Guidance 
Manual in March 2012 and the revised Credit for Reinsurance Model Law in late 
2011. I^at(?r this year, state regulators are cxpc( tc<l to finalizt; (he ORSA Model 
I, aw to establish tlic OR.SA filing requirement an<l the Valtiation Manual, which 
will allow states to consider adoption «)f the .Standard Valuation I,aw to implement 
principles-based reserving. 

6.2 Financial Infrastructure, Markets, and Oversight 

6.2.1 Over-the-counter Derivatives Reform 

Tide VII of the Dodd-Frank .Act establishes a comprehensive regulatory 
framework for the over-the-counter (OTC) derivatives marketplace. Tht- 
regulato! y structure for derivatives set forth in the Dodd-Frank Act is intended 
lo promote, among other things, exchange trading and centralized clearing of 
swaps and .security-based .swaps, as well as greater transparency in the derivatives 
markets and enhanced monitoring of the entities that use these markets. 
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1 her and SEC have proposed and begun to finalize nnineroiis i iiles 

ptu suanf to the public notice and comment process and have engaged in 
extensive ptiblic outreach and interagency coordination, including public: 
roundtables with agency staff, market participants, and other concerned members 
of the public; meetings involving staff from multiple regulators, both domestic 
and international; and agency staff meetings with members of the jniblic. 

i he SEC and OTC have jointly adopted rules further defining the fertiis 'swap,' 
“security-based swap," “security-based swap agreement," and bas e also adopted 
final joint rules defining the terms “swap dealer,” “security-based swap dealer," 
“major swap paiiicipant,” and “m^or security-based swap participant." 

In addition, the CFTC and the federal banking agencies issued proposed 
rules on capital and margin requirements for entities within their respective 
jurisdic tions (for the CFFC, certain swap dealers and major swap pariicipanls; 
for tlte federal hanking agencies, certain securities-based swap dealers and niajor 
swap pariiripttnis as well). The proposed rules would impose initial margin and 
variation margin requirements for uncleared swaps held by entities under each 
agency’s jurisdiction. With respect to capital requirements, the federal banking 
agencies' existing regulatory’ capital rules take into account and address the 
unique risks arising from derivative transactions and would apply to iransaciions 
iii swaps and security-based swaps. The CFTC has proposed capital requirements 
for entities under itsjurisdiction. 

I he CETC has adopted several final rules, including reporting requirenunits 
to swap data repositories for stvap dealers, major swap pariicipattts, and swap 
emmterpurties; rules that establish the process by which the CFTC will review 
swaps to determine whether the stvaps are required to be cleared; and business 
conduct, standards and other regulatory requirements for swap dealers and major 
.swap participants. 

The SEC has proposed rules to implement corresponding requirements lor 
.securily-bas«?<l swaps, and has luloptcd final rules that establish the process by 
which the SEC will review security-ba.sed swaps to determine whether the security- 
based swaps are required to be cleared. 

The SEC and the CFTC are considering the str»icluitil and systems changes 
market participants will have to make to .satisfy the new' derivatives regulatory 
framework. The agfntie.s are also considering a phased-in approach to 
implementing the new rules. In June 2012. the SF.C issued a policy statement 
describing the order in which it expects the rules regulating the security-based 
swap market to take effect. This ordering is intended to give secttrity-basecl swap 
market participants adequate, but not excessivx;, tittte to come into compliance 
with the new rules applicable to them. 

On an international level, V.S. regulators are wwking as part ofa group 
composed of representatives of the BCDS, the Committee on the Global 
Fiimncia! System, the Committee on Payment and Settlement Systems, and the 
International Organization of Securities Commissions to develop iiilernaiiona! 
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slaitdards for margin on non-cenlrally cleared derivatives. This group took an 
import am first step when it issued a consultative report in July 2012. 

6.2.2 Private Fund Adviser Registration and Oversight 

Thle IV of the Dodd-Frank .-kci closes a regulatory gap by making numerous 
changes to the regi-stration, reporting, and recordkeeping requirements ofihe 
Invest ineni .'Vcis tsers .Act of 1940 (Advisers .Act). These provisions are designed to 
pro\ id(- the SF.C^ witli oversight ainhoriiy over previously unregistered investment 
advisers to certain types of private funds, including hedge funds and private 
equity funds, and the authority to require recordkeeping and reporting by 
advisers to veiHiire capital funds. 

Sections 40 ) and 406 of the Dodd-Frank Act authorize the SF;C to collect data 
Iroin investment advdsers about their private funds to enable the Council to 
assess systemic risk and require a joint rulemaking of (he SEC and for 

investment advisers that are registered with both the SEC and CFTC. The 
agencies implemented this piwision in October 2011 by adopting a rule that 
requires certain ativisers to hedge funds, private equity funds, and liquidity 
funds to ) t:j)oi I )ion-pul)lic data regarding their opcituions aiul the risk prolilos 
ofihe private funds they manage. Under the rule, SEC-regi.stered investment 
advisers with at least Sl')0 million in private fund assets under management 
must perin<lically file a new reporiing form (Form PF). Private fund advisers that 
are also registered with the CFTC as commodity pool operators or commodity 
trading advisers ntay satisfy systemic risk reporting requirements of the CFTC 
by filing Form PF with the SEC. The Jirst filings of Form PF, covering private 
fund advisers wiili $5 billion or more in private fund assets, are due in July 2012 
for liquidity fund advisers and in August 2012 for hedge fund advisers. Smaller 
liquidity fund and hedge fund advisers, as well as private equity fund advisers, will 
be ! e<iuired to begirt filing Form PK for the period ending December 31, 2012. 

In addition, in June 2011, the SEC adopted a rule that require.s advisers to certain 
types of private ftinds, including hedge ftttuis and private equity funds, to register 
with ilie SEC. To enhance the SEC's ability to oversee these advisers and enable 
the public to better assess the activities of private ftinds. the SEC requires private 
fund advisers to provide basic public information on Form ADV about the funds 
they manage, including information about the amount of assei.s held by the 
fui5<l and identification offuiul service providers (e.g., auditors, prime brokers, 
custodians, administrators, and marketers). In addition, the SEC requires all 
adv isers to provide further information on Form AD\’ about an adviser's clients, 
employees, and advisory activities. Investment advisers that had previously 
relied on the Investment Advisers Act exemption for private advisers, which was 
eliminated by the Dodd-Frank .Act, were required to register with the SEC by 
March 2012. Registered investment advisers are required to adopt and implement 
policies and procedures to prevent violation of the Advisers Act and SEC rules. 

6.2.3 Office of Financial Research 

The purposes of ihe Office ofFinancial Research (OFR) arc to support the 
Council in fulfilling the Council's purposes and duties and to support liu* 
Council's member agencies. The OFR serves as a data and research resouiTC for 
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ihe Coimci! ami its member agencies, and it is working with those agencies lo 
iTiii igase reporting burdens and increase market transparency. In this context, 
the OFR sersTss as a shared resource for Council members and their agencies 
and staffs. 

The OFR provitles data and analysis to support that work, either a.s a participant 
in (’.ouncil activities or in response to requests from Council ntembers or their 
agencies or staffs. The OFR will have the capacity to provide in-depth. Inng- 
lej in restiarch, astvell as rapid analyses of significant financial evenis to infonn 
the (-oumil's policy discussions. The OFR also has a re.sponsibility to evaluate 
and report on stress tests and other stabiiity*-related assessments of finaiicia! 
emiiies overseen by member agencies, provide advice to member agencies on the 
impact of their policies as they relate lo financial stability, imestigalt* disruptions 
and iaihires in the financial markets, and provide its analysis to (he Canincii, 
Congress, and the public. 

The OFR is working with Council member agencies to support an international 
initiative to establish a unique, global standard for identifying parlies to 
Jinaacia! transactions. I'his Legal Entity IdcutiliiT (LEI) will allow for a beUtrr 
understanding by both regulators and market participants of true exposures 
and connicrpariy risks across the system. In July, the OFR puhlisiies its first 
annual report to Congress on its researclt and data-related work to assess risks to 
financial siahilily. 

The Dodd-Frank Act provides that the OFR would be headed by a Director 
appointed by the Prcsklem and confirmed by the U.S. Senate. In December 201 1, 
President Obama nominated Richard R. Berner to serve as the first Dii ectoi of 
the OFR. That nomination is pending before the Senate. 

6.2.4 Market Structure 

Over the past several years, the SEC has been considering a range of issues 
relating to developments in equity ntarkei structure. As a part of this process, the 
SEC is.sued a concept relea.se in January 2010 to seek ptiblic comment on a wide 
range of market structure issues, including high-frequency trading, order routing, 
market data linkages, and undi.spiayed, or “dark,” liquidity. The SEC continues 
(o consider the issues raist'd in the 2010 concept release and whether additional 
regulatory actions are needed in this area. 

Recently, the SEC has laken .specific actions (o address market .stnicturc issues. 

For example, in July 2012, the .SEC adopted a rule that would require SROs to 
develop a plan to create a consolidated audit trail. Such a con.soiidated audit 
trail would improve the timeliness and breadth of the information aviiiiable 
to regulators for surveillance, investigations, and anal\-sis of equity market 
activity, liijune 2012. the SEC itpproved two proposals submitted by the national 
securiiie.s exchanges and FINRA that are designed to address extraordinary 
volatility in inclivkluul securities in the broader L’.S. stock market. One initiative 
establishes a “litnit-up" and “limit-down” mechanism that ptxwems trades in 
individual exchange-listed stocks from occurring outside of a specified prk e 
biuid, The second initiative updates existing market-wide circuit breakers that. 
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when triggered, halt trading in all exchange-listed securities thrxMtghout the U.S. 
inarkeis. The chaitges lower the percentage-decline threshold for triggeritig a 
market-wide trading halt and shorten the amount of lime that trading is hahed. 
I'he exchanges and FINRA will iinpletnent these changes by Februaiy 4. iiOl 3; 
the StX' approved both proposals for a one-year pilot period, during which the 
exchanges, FINRA, and the SEC will assess their operation and consider whether 
any inodilications are apprt)priate. 

Further, in July 2011, the SEC adopted a new large-trader reporting rule that is 
designed to provide ihe SEC with a valuable source of useful data to support its 
investigative and enforcement activities, to facilitate the SEC’s ability to assess 
the impact of lat ge-irader activity on the securities markets, to reconstruct 
trading acti\ ity Ibllotving periods of unusual market volatility, and to anaiy/e 
significant market er-enls for regulatory purposes. Additionally, in June 2011, the 
SEC adopted Rule 15c3-.S, which, among other things, requires BDs to maintain 
a sr'siein of ctmirols and supervisory procedures reasonably designed to limit 
the finatuia] exposures arising from ctistomers Uiai access the markets directly 
through the BD. 

Recc-ni CiF'fC actions have addressed risk controls by requiring futures 
exchanges to establish risk controls that prevent and reduce the potential for 
price distort ions and market disruptions, including pauses or halts on trading 
w’heti jtef ('ssai y. The CFTC has also required clearing member firms to conduct 
automated, pre-trade screening of orders and required futures exchanges to 
have antoinaicd, pro-trade systems that facilitate firms' managemeru of financial 
risk. The CFTC also adopted measures that require swap dealers and major swap 
participants to implement policies and procedures for testing and supervising 
trading programs atul requires “straight-through processing" by fuiutes 
commission merchants, swap dealers, and major swap participants of trades 
submitted for clearing. Each of these measures responds to the increased speed 
and automation of CK'n'-regtdaiod financial markets by requiring a parallel 
increase in the speed and automation of pre-trade risk controls, post-trade 
processing, and other steps designed to reduce risk ami increase trade certainty. 

6,2.5 Financial Market Utilities 

Financial market utilities (FMUs) manage or ojieraie multilateral .systems for the 
pui po.se of transferring, clearing, or settling financial transact ion.s. 

I'ille VIII oi' liie Dodd-F'rank Act establishes a now supervisory (Vamewoik for 
sysiemically important FMl's. It authorizes the Council to designate an FMU as 
systetnically important if the failure of or a disruption to the functioning of the 
FMU could create or increase the l iskof significant liquidity or credit pt ohlem.s 
spreading among financial institutions or markets and thereby threaten the 
stability of the U.S. financial system. The Council proposed the designation of a 
set of FMUs as sysiemically important at its May 22, 2012, meeting. As disettssed 
rurther in Section 6.4.1. the Council designated eight FMUs as sysiemically 
important at its July 18, 2012, meeting. 
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The Federal Reserve, CFTC, and SEC, in consuliaiion with each other and 
wiili the Council, have published proposed rules regarding risk-manageniein 
standards for designated FMUs sulyect to their respective supervisory atuhoriiy. 

I he published its final rule with respect to all FMUs lhat are derivatives 

clearing organizations in November 2011. Tlie Federal Reserve’s. CFTC’s, and 
SEC's (ina! rules on risk management standards that will apply lo designated 
1 MUs are expected in 2012. 

6.2.6 Securitization 

Risk Retention 

Section 94) of the Dodd-Frank Act added a new Section 13G to the Securities 
Exchange Act of 1934, requiring a securitizer to retain at least 3 percent of the 
credit risk for loans or other assets that a securitizer, through the issuanct* of an 
asset-backed security (-ABS), transfers, sells, or conveys to a tiiird party. On April 
29. 2011, the OCX, Federal Reserve, FDIC, SEC, FUF.A, and the Department of 
Housing and Urban Development (HUD) jointly published proposed rules to 
impleniem this risk-retention requirement. The rulewriting agencies are careftilly 
assessing the provisions of the proposed rule in light of the public comments 
i c( < ived and ate working to develop a final ntle. The Chairperson of the Council 
is coordinating ihe rulemaking. 

As requircul by .Section 15G, the proposed rules would, in general, require 
securitizers of.ABS to retain at least 5 percent of the credit risk of the assets 
underlying the securitization. The credit risk retained generally could not 
be directly or indirectly transferred or hedged. The proposed rule include.s a 
menu of risk-retention options designed to meet the statutory risk-retention 
requirement in a w-ay that takes into account the wide variety of established 
sccuritizatioti sinu lures and market practices. Section 15G specifically provides 
that a securitizer b not required to retain the .3 percent credit risk if all of the 
loans that collateralize the AB.S are qualified residential mortgages (QR.M), as 
defined by the nilcwriting agencies. The tlefinition ofa QRM in the proposed 
rule ljike.s into account tinderwriiing siHi)dard.s and loan features that historically 
indicate a hwer risk of default, as required by the .statute. These include loan 
documentation and verification of the borrower'.s ability lo repay the loan, the 
loan-to-vahte ratio of the loan, and (he debi-io-income ratio of the borrower. In 
addition, if certain other loan undei-wriiing standards are met, the proposed rule 
would exempt ABS collateralized cxdu-sively by commercial loans, commercial 
mortgages, or automobile loans from the 5 percent risk-retention requirement. 

In crafting the proposed rule, the agencies sought to en-surc that the amount 
<jf credit risk letained is meatiingful, while reducing the potential for the 
proposed rules to negatively affect the availability and cost of credit to consumers 
and businesses. 

SEC Riiies Reiatfid to ABS 

Otiicr provisions of the DtKld-Frank Act require SEC nilemakittg for .<\BS. 
Pursuant to Section 94.3 of the Dodd-Frank .Act, the SEC adopted final rules 
in |ami:u y 201 1 that require securitizers to disclose, in tabular form, fulfilled 
and tinfullilled repurchase requests made in connection with ouistauding 
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ABS, Repurchases ofleii result from a loan that does not comply with the 
represeaiaiums and warranties made in an underlying transaction pooling 
agret incni. The rules also require that nationally recognized statistical rating 
organizations include inlbrraaiion regarding the representations, warranties, and 
cnforceineni mechanism available to investors in an ABS offering in any report 
accompanying a credit rating issued in connection with such offering. Pursuant 
U) Section 945, the- -SKC also adopted fitial rules in January 2011 rexjuiring an 
issuer of ABS t tgisiered under the Securities Act of 1933 to perfornt a review of 
the assets underh ing the ABS and to disclose information alrout the nature of 
the review. I’ntitr the rules, the issuer mu.st also disclose information about (1) 
how the loans in the pool differ from the loan underwriting criteria disclosed in 
the prospectus, (2) loans that did not meet the disclosed underwriting criteria 
but were ittchtded in the pool, and (3) the entity that made the determination 
I hat loans be includeti in the pool even though they did not meet the disclosed 
underwriting standards. 

Section 942(b) of ilie Dodd-Frank Act requires the SEC to adopt regulations to 
recjuire issuers of ABS, at a minimum, to disclose asset-lewl or loan-level data 
regarding the assets backing the ABS, if such data are necessary for investors 
independently to perform due diligence. In .April 2010, the SEC had proposed 
sigttilit ant revisions to rules regarding the offering process, disclosure, atid 
reporting for asseg-backed securities, including revi.sions to Regulation .AB. 

As part of its .April 2010 propo.s:tl, to augment existing pool-level clisdo.sure 
requiremems, the SEC had proposed to require that standardized asset-level 
data points regarding each asset in the underlying pool be provided at the 
time of securitization and on an tmgoing basis. In July 201 1, the SEC issued a 
release requesting additional comment on whetJier llte April 2010 proposals 
appropriately implement Section 942(h) of the Dodd-Frank Act. 

In September 2011, the SEC propo.sed rule.s under Section 62! of the Dodd-Frank 
Act that wottid prohibit .securitization participants of an ABS for a designated 
time period from engaging in certain transactions that would involve or result in 
a material conflict of interest. 

6.2.7 Audit Standards 

In tlie last year, the Ptiblic Company .Accounting Oversight Board (PCAOB) 
has engaged in several projects related to auditing and professional practice 
statulards. The PCAOB prc»pose<l a new audiiiitg standard. Related Parties, and 
ainendinent.s to existing standards regarding significant unusual iravtsaeiions, 
imettded to enhance audit procedures in areas that h-ave. at limes, been used 
to engage in li auduienl liuancial reporting; proposed a new standard and 
amendments intended to enhance the relevance and quality of the communication.s 
between an auditor and a company’s atidlt committee; pro|K)sed auditing and 
attestation standards that would apply to the audits of SEC-regisicre<l BDs and to 
ihe suppleniental infonnation accompanying audited llnancial statements; and 
proposed amend ntenis i<^ iniprme the transparency of public company audits 
by l equiring ilic disclosure of the audit engagement partner's name in the audit 
re[)on and the di.sdostirc of other inde|>endent public accounting firms an<l other 
persons that took part in the audit. 
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111 luidiiion, on |une 21, 2011, the PCIAOB issued n concept release seeking public 
cominem on the potential direction ofa standard-setting project on (be contcni 
and lorn) of'auditors’ reports on financial statements. 

Finally, on August 16, 2011, the PCAOB issued a concept release seeking public 
comment tm ways that auditor independence, objectivity, and prolessionai 
skcplieisni can be, enhanced, including througli mandatory rotation ui' audit linns. 
Mandalfiry audit firm rotation would limit the n»mbt;r orcoiisectitivc years lor 
whicli a K'gistert'd public accotmting firm could seit'e as the auditor of a public 
company. The PCAOB rccehed o\er 600 public comments on ii.s rclea,se and is 
continuing to evaluate these ideas. 

6.2.8 Accounting 

The Financial Accounting Standards Board (FASB) and International Accounting 
Standajds Board (lASB) arc continuing their work to finali/e coim-t ged 
standards in .several major areas, including revenue recogniiion, lease accoiuuing, 
finaiicial insiruiTM'nts. and insurance conuacts. In their reveuue-rccognilion 
projeci. the F.A.SR and lASB are working to clarify and align the principles for 
recognizing revemitr. The FASB and lASB arc considering comments from 
consfituent.s on their joint 2011 proposal, .and a final joint staiulard on l evrnuo 
recogniiion is expected by early 2013. In their lease-accounting project, the F.ASB 
and i.\SB are working to provide greater transparency to lease arrangements by 
lequiriug balance sheet recognition of ihe rights and obligations associated with 
leases. The FASB and I.ASB are considering ccamnenls on their 2010 proposal, 
and ;i new joint proposal for public comment is expected in the second half of 
2012. In the area of financial instruments, the FASB and fASB are seeking to 
more closely align key aspects of their das.sification and measurement, models and 
to develop a new approach to impainncnl for financial instruments. The FASB 
and l.ASB are expccteil to release a new proposal on impairtnent for financial 
instruments in the second half of 2012. For insurance contracts, the lASB 
currently does not have a comprehensive insurance mcidei in IFRS. The FASB is 
evaluating this iftsuc, indurlingjoint discu-ssions with the I.^SB regarding whether 
to propose changes to the existing U.S. in.siirance accounting model to provide 
users of financial statements with more useful information. Further documents or 
proposals from FASB and l.ASB are expected in the second half of 2012. 

6.3 Consumer and Investor Protection 

6.3.1 Consumer Protection 

On January 4. 2012, President Obama appointed former Ohio Attorney General 
Richard Cordray as the Director of the C.FPB. The GFPB is an independent 
bureau within the Federal Reserv-e System, k has rulemaking authority under 
specifically listed statutes, as wdl as specified supervisory and enforcement 
authority for verv large depo.siiory insliiutions :ind non-depo.sitory (nonbank) 
eiuities and other duties relating to consumer financial products and services. 

The CFPB is the primary federal regulator exclusively focu.sed on, and 
accountable to (:ongre.ss and the ptiblic for, consttmer financial protection. The 
CFPB has launched its supen-ision program for very’ large depository in.siiuuioiis 
(in coordination with prudential regulators) and for nonbatxks; established its 
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coiisLiiuei respimse function; assumed rulemaking responsibility for federal 
cot!suiiu-r {inancial laws transferred to tJie CFPB on July 21, 2011; and issued a 
variety of rules and reports required under the Dodd-Frank Act. In addition, the 
(IFFB coniimies to work to ensure that consumers have the information they need 
to undersiand the costs and risks of consumer financial products and servircs, so 
they can cfinipare products and choose the ones that are best for them. Moreovei, 
the CITB is taking steps to clarify and streamline regulations and guidance 
to rediicx: unnecessary burdens on providers of consumer financial products 
and services. 

One of the Ol'PB's first rulemaking initiatives is consolidation of mortgage ktari 
disclosure forms under the Truth in Lending Act (TILA) and the Rea! Estate 
Settlement Procedures Act (RESPA) to make the information more useful to 
cotisumers and to reduce burdens on lenders. The Dodd-Frank Act con.solidates 
1 ulemaking authority for the two statutes in the CFPB. The CFPB proposed 
I egulation.s and model tlLsclosures in July 2012. .As part of its “Know Before 
You Owe" initiative, the CFPB has been testing prototype disclosure forms that 
coiuain informaiion required to be disclosed to comuniers who apply fora loan 
to pun hast: a house or refinance an existing mortgage loan. 

hi atldition, the CFPB has been testing a prototype for a monthly mortgage 
statettieiu designed to make it easier for borrowers to understand co.sts and 
fees associated with mortgage loans. The Dodd-Frank Act amends the TIL.'\ 
atid requires creditors, assignees, or servicers to send the borrc»wcr a periodic 
statement for each billing cycle; the statement must include information abotit 
llie mortgage's principal loan amount, current interest rale, date on which the 
interest ran; may next reset, and a de.scription of any late payment fees, among 
other items, The CFPB plans, in the summer of 2012, to propose a rule, including 
;t prtiposed form, to implement iliis requiremenl. and several other servicing- 
related requii enients under the Dodd-Frank Act. 

The Dodd-Frank Act also amends the Klecironic Fund Transfer Act to provide 
protect ions to consumers who transfer funds to recipients located in another 
country (remittance transfers), and the CFPB adopted a rule implementing 
these consum«*r protections. In general, the rule requires remittance transfer 
providers to disclose to a con.sumer the exchange rate, fees, and amount to be 
received by the recipient when the consumer sends a remittance transfer. The 
CFPB also requested public comment on whether the rule should include a safe 
harbor to exempt community banks, credit unions, and other companies that 
process less than a certain ntimber of remittance transfers per year from tlie 
new l eqiiircmcnls. The final rule, with anyadjuslinents. will go into effect on 
February 7, 2013. 

The CFPB has supervision authority over certain nonbank entities, including 
mortgage companies, private education lenders, payday lenders, and “larger 
participants" of a market for other consumer financial products or scrvice.s. On 
February 17. 2012, the CFPB published its initial proposed rule to define larger 
participanis in the consumer reporting and debt collection markets. The CFPB 
indicated that if will issue additional rules to define criteria for larger participants 
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ill oilier consumer fiiiancial markets, selecting the appropriate criceria and 
thresholds for each of those markets. 

Tlie Federal Reserve, FDJC, OCC, and NCUA have worketl closely with the ( iFPB 
CO help ensure a smooth transition of the CFPB’s examination and rulemaking 
aiiihoriircs, These activities have included the transfer of certain .staff io ihe TFPB 
and ihe development of information and examination coordination nieinnranda 
of imdevsianding. For its part, the CFPB consults actively with ihe Federal 
Reserve, FDIC, OCC, and NCUA in the rulemaking process to help promote 
regulatoi y elTectiveness and to meet the goals and requirements oi ihe Oodd- 
Frank Act regarding consultation. 

6.3.2 Mortgage Transactions and Housing 

Title XIV of the Dodd-Frank .Act. the “Mortgage Reform and .Anti-Predatory 
Lending Act, ’ contains several measures designed to proiect consumers in 
moi'tgage transactions. Many of these measures were enacted as araenthnonts 
to the TILA and the RESPA. Prior to July 21, 2011, the Federal Reserve was 
responsible ii>r r egulations implementing the TII..A requirements and HIT) was 
responsible for RESP.A, but those rulemaking authorities iransfen ed to the CFPR 
on that date. In addition to the CFPBs efforts to develop improved inor lgage 
servicing disclosure .standards (see previous text), the prudemiai regulaiois are 
working to develop regulations under safety and soundness autiiot ity that address 
the servicing of performing and nonperforming mortgage loans, which would 
supplement the CFPB’s TILA and RESPA rulemaking. Certain additional rules 
concerning npprai.sals must be promulgatetl on an interagency basis. The (TPB 
expects to issue proposals to implement a number of Title XIV requirements in 
the summer of 2012 and to finalize several mlc-s by January 201.‘t, tnchiding the 
ru]e.s described in the following text. 

Undei new standards regarding residential mortgages, a lender is required to 
make a reasonable, good faith determination of an applicant'.s ability to repay 
before issuing a closed-end mortgage loan. In general, the “ability to repay” 
standard can be met if the loan is a “qualified mortgage," as defined under the 
Dodd-Friink Act and by regulation. .A lender receives certain protections frotn 
liability if a loan is a “qvialificd tnorigage.” The CFPB is rc.sponsibUr for finalizing 
a proposed rule that was issued by the Federal Reserve in May 2011. The Dodd- 
Frank Act also retpiires escrow accounts to be established for certain mortgage 
loans and mandates certain new disclo.sures regarding escrow accounts. The 
Federal Reserve issued a proposed rule to implement these requirements in 
March 2()!L and the CTPB is responsible for finalizing (hat rule. In addition, 
the Dodd-Frank .Act expands the range c>f mortgage loans that are .siibjecl to the 
Home Ownership and Equity Protection Act and imposes new requiremcnt.s on 
high-co.st mortgages. These include mandatoiw counseling and other protections. 
For mortgage servicers, there will be requiremetns coitcerning provision of 
nioruhly statements, disclosures for hybrid acljustable rale mortgages, force-placed 
insurance, prompt crediting of payments, pay-off amounts, and error resolution. 
There also will be new requirements concerning compen.satioti and tjualification 
of mortgage loan originators, such as brokers and loan officers, and for certain 
purposes the companies that hire them. The Dodd-Frank. Act also amends the 
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F.qua! Credit Opportunity Act to require mortgage iendei-s to provide certain 
disclosures and copies of appraisal documents to consumers. 

Subtitle F of Title XlV'of the Dodd-Frank Act relates to appraisal reform, and 
certain additional rules concerning appraisals must be promulgated on an 
interagency basis. For higher-risk mortgages, the Dodd-Frank Act generally 
requires written appraisals based on a phs'sical inspection of the projjerty and, iti 
some cases, second appraisals. The FDIC, Federal Reserve, OCC, NCL'A, FI IFA, 
and ( ;FPB httve aulhority under the Dodd-Frank Act to issue joint regulations 
and guidance on appraiser independence and are required to issue regulations 
t)n the appraisal requirements for higher-risk mortgages, appraisal managemcm 
cotnpanies, ami automated raluaiion models. 

6.3.3 Investor Protection 

The Dodd-Fr;tnk .\c:t iticludes various provisions to strengthen investor 
protection. These provisions include regulation of the over-lhe-counicr 
derivatives tmirkets artel governance and compensation reform. L'nder Section 
926 of the Dodd-Frank the SFX is required to adopt rules that dtsc|tialiry 
.securities oiTerings involving certain felons and other “bad actors" from relying 
o!v the safe haihor from Securities .^ci registration providetl by Rule .900 of 
Reguhtuon D. The SEC proposed rules to implement the requirements o( 
this provision in May 2011. In addition, the SEC adopted rule anieiulments in 
December 201 1 implementing Section 413(a) of the Dodd-Frank .\ct, whkit 
requires the value t>f an individual’s primary residence to be excluded when 
determining if that individual’s net wonh exceeds the SI million threshold 
required for ‘‘accrediietl investor" status. 

The investing public shotild henelit from increased oversight ofiimtsiment 
advisers. Approximately 2,500 investment advisers with assets under management 
between S25 million atul .$100 million are transitioning from oversight by the SF.C 
to oversight by state securities regulators. This transition, mandated by Section 
410 of the Dodd-Frank Act and implemented by June 2011 rulemakings by the 
vSEC, is expected to re.sull in more frequent examinations of the approximately 
17,000 smaller, local advisers, w'hile also allowing tiie SE(’ to focus its resources on 
the approximately 10,000 larger, national advisers. 

The scctirifies laws also were modified in a number of ways to facilitate .SEC 
enforcement actions. These changes include enhancing the application of 
antifraud provision.s and providing aulhority t<i bring actions against aiders 
and abettors. For example, the Dodd-Frank .4ci established a whistleblower 
program that requires the .SEC to pay an award to eligible wltisileblowers that 
voluntarily provide the SEC with original information about a violation of the 
federal .securities laws that leads to the successful enforcement of certain judicial 
or administrative actions. In May 201 1, the SEC adopted rules to implement this 
provision. .Since the rules went into effect in August 2011, the SEC. has received 
hundrecl.s of tips through the progmin, and the quality of the information 
received has, in many instances, been particularly helpful to the SF.C's 
investigative staff. 
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6.3.4 Governance and Compensation 

lo fa< iiiiaic prudent risk njanagemeni at financial institutions and to align 
the imeix'sis of executives and other employees with the long-term health of 
their orgttnizations, Section 956 of the Dodd-Frank Act requires the Federal 
Reserve, FDIC, FIIFA, NCUA, OCC, and SEC to jointly prescribe rule.s or 
guiclelittes that require certain covered financial institutions to disclose to their 
appiopriate fetleral regulator the structure of the incentive-based conipen.sation 
an angciiieuis offered by such covered financial institution sufficient to dcfci iiiiuc 
whether the compcn-saiion structure (1) provides an executive officer, employee, 
director, or principal sliareholdcr of the covered financial institution with 
ex< cssive compensation, fees, or benefits; or (2) could lead to material rtnaucial 
loss lo the covered financial institution. Further. Section 956 reejuires the 
appropriate federal regulators jointly to pre.scribe regulations or guidelines that 
prohibit any types of incentive-based payment arrangement, or any featiu c of 
such arrangement, that the regulators determine encourages inappropriate risks 
by providing an executive officer, employee, director, or ])rinci[>al sharchoUler of 
the covered financial institution with excessive compensation, fees, or benefits, or 
that < onl<l lead to material financial loss to the covered firm. The proposed rule 
would impose additional requirements on the payment of incentive compensation 
to c.xecniive offtiers of certain larger covered financial institutions. 

In April 2011, the agencies published a three-part propo.sed rule for public 
comment First, a financial institution with $1 billion or more iti total 
consolidated assets (a covered financial institution) would be re<iuired to 
file an ammai rcj)on vvitli its appropriate federal regtilator describing the 
stvucnire of the firm’s incentive-based compensatkm arrangements. Second, the 
proposed rule would prohibit a covered financial institution from establishing 
or maintaining an incentive-based compensation arrangement that could lead 
lo material financial loss or that cncouragt‘.s inappropriate ri.sks by jii oviding 
certain “covered persons” (which include ail executives, employees, directors, and 
pritK'ipal sharehrdders) with excessive comjtensaiion. Finally, the proposed rule 
w'ould require each covered financial institution to adopt specific j>olicie.s and 
procedures approved by its board to help ensure and monitor compliance with 
the rule. 

Section 952 of the Dodd-Frank .Act requires llte SEC to. by rule, direct the 
national securities exchanges and national securities associations to prohibit 
tile listing of any equity security of an issuer that does not: comply with new 
compen.satkm committee and compensation adviser requirements. In June 
2012, the SEC adopted rules to implement Section 952 that require, among 
other things, that the exchanges establish listing standards that require each 
member of a listed issuer's compemation committee to be a member of the 
board of directors and to be “independent.” The SEC also is required by 
the Dodd-Frank Act to adopt several additional rules related to corporate 
governance and exectiiive compensation, including rulc.s mandating new 
listing standanls relating to specified “clawback” policies, and new disclosure 
requirerrjents about executive compensation and company performance, 
executive to median employee pay ratios, and employee and director hedging. 
These provisions of the Dodd-Frank Act do not contain rulemaking deadlines. 
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bui SEC siaff is working lo develop recommendations for the SEC concerning 
the impieinenlation of these provisions. 

6.4 Council Activities 

6.4.1 Determination of Nonbank Financial Companies to Be Supervised by the 
Federa! Reserve and Designation of Financial Market Utilities 

Nonbank Financial Companies 

One of I he (kninc il's slauuory purposes is to identify risks to financial stability 
ilia! could arise Ironi the material fliiancia! distress or failure, or ongoing 
ac tivities, of tioubank financial companies. Under Section ll.*? of the Dodd-Frank 
Act, the Council is aiiihori^ed to determine that a nonbauk financial compauy'.s 
material finatu ial distress — or the nature, scope, size, scale, concemration. 
iniciTounec tedness, or mix of its activities — could pose a threat lo Ek-S. financial 
stability. Such companies will be sulyect to consolidated superv-ision hy the 
Federal Reserve and enhanced prudential standards. 

Tlie Dodd-Frank .Act provides a list of 10 considerations the (council must 
use in making determinations under Section 113. In fall 2010, the Council 
began a rukmiaking process to further clarify these statutorily mandated 
considerations. The Council is-sued an advance notice of proposed rulemaking 
(.ANPR) in October 2010 and an NPR in January 2011. The Council received 
significant input from market participants, nonprofits, academics, and mcuibers 
ol ilie ptiblic about the need to develop an analytic framework for making 
determinations that would provide a consistent approach and incorporate both 
quanfitalive and qualitative judgments. In response to comments the Cotmcil 
received on the NPR. the Council sought public comment on a second NPR 
and proposed hnerpretive guidance in October 2011 to provide (1) additional 
details regarding the framework that the Council intends lo use to assess whether 
the materia! financial distress or failure, or ongoing aciivitics, of a nonbank 
financial company could pose a threat to U..S. financial suhiiity; and (2) further 
opportunity li)r public comntent otj the Council's proposed approach t:o the 
determination process. In April 2012. the C-ouncil adopted a final rule and 
interpretive guidance. 

The Council’s interpretive guidance includes an analytic framework that 
organizes the 10 statutory consideraliotis into six broad categories that reflect 
a company’s role in the financial sy.stem and Us jx>icniia! to experience 
material financial distress. In addition, the interpretive guidance describes the 
three-stage piocc.s.s that the Countil intends to use uj evaluating companies 
in non-emergency .Mtnalions. rlefines key terms related to the Council's 
clctentiination authority, and sets forth uniform quantitative thresholds 
that the Council intends to use to identify companies for further evaluation. 
While the Coiinril’s as.sos-smetus of companies will be based on a faci-specilic 
ev:ihiatit>n of the siaiutoi y considerations, the rule and interpretive guidance 
describe the chat acieristks of companies the Council likely will evttluaic for 
potential determination and the factors the Council intends to use when 
analyzing companies. 
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In niiii-emergency situatioris, befoie a Council vote on any propf'sed 
deiermination, the company under consideration will have an opporiuniiy u> 
•submii written materials to the Council regarding the proposed determination. 
Council members will wte on a proposed determination only after they havt- 
re\ ievved llurt information, and the proposed determination will proceed only 
ii approved by two-thirds of the Ciiouncil, including Uie affinnaiive vote of the 
Chairperson. Upon a proposed detenninaiion, a company may request a hearing, 
and 1 lie detenninaiion will be finalized only after a subsequent iwo-lhirds vote 
of the CouiM'il, including the affinnative wtc of the Chairperson, Any final 
determination will be subject to judicial review, and the Council must submit 
a report to Congress on, among other things, all determinations made under 
Section 1 1.^ of the Dodd-Frank Act and the basis for such determinations. 

As of the date of this report, the Council has not made any determinations under 
Sec tion ll.H of the Dodd-Frank Act. 

Financial f^^arket Utilities 

The Dotid-Frank Art authorizes the Cotincil to designate an FMU as “systemically 
important" if the Council determines that the failure of or a disruption to the 
fiiiH lioiiing of the FVll; could create or increase the risk of significant liquidity 
or credit problems spreading among financial institutions or markets ;uui tberciry 
threalcit the stability of llie U.S. financial sy.slcm. 

Designated FMUs will become sulgect to the heightened prudential and 
supervisory provisions of Title V'lll, which promote robust risk management and 
safety and soundness, including conducting their operations in compliance with 
applicable risk-management standards; providing advance notice and review of 
changes to their rules, procedures, and operations that could materially affect 
the nature or lewl of their risks: and being suljcct to relevant examination 
and enforcement provisions. Title VIII also requires the .supervisory agencies 
to (xmsult with each other when they' are prescribing their respective risk- 
management standards, jointly develop risk-management supervisory programs, 
and consult and coordinate in planning and conducting examinations, To further 
•Strengthen settlement processes, the Federal Reserve Board may authorize a 
Federal Reserve Bank to provide accounts and settlement services to designated 
FMUs. Additionally, under unusual or exigent circum.stancos, designated FMUs 
could poteniialiy gain access to the Federal Reserve's discount window. 

Following the publication of its final rule otilliiting the criteria, jtrocesses, and 
procedures for the designation of FMUs on July 27, 2011, the Council proposed 
the designation of an initial set of FMUs on May 22, 2012. At its July 18, 2012, 
meeting, the Council voted unanimously to designate eight FMUs as systemically 
important under Title VUl of the Dodd-Frank -Act. 

The FMUs that the Council designated perform a rariety of functions in the 
market, including the clearance and setilemeni of cash, securities, and derivatives 
transactions; many of them are central counterparties and arc responsible for 
clearing a large majority of trades in their respeciise markei-s. The Council 
believes that the completion of the FMU designations process for this initial set 
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ol'FMUs is H major milestone in the implementation of the Dodd-Frank Act and 
that tlie dcsigoalioti of these entities will instill confidence in their respective 
markets. The basis for the CoiiaciTs designation determination for each of these 
sysiemicaily important FMUs is described in Appendix A. 

6.4.2 Risk Monitoring 

One ol ihc OoiinciTs central purposes is the ongoing identification of risks to I '.S. 
liaaiK iai siabilily. l o help idenlify risks, promote market discipline, aiul vcspoiul 
to emerging threats, the Council facilitates information sharing, coordination, 
and < omnmnic aiion among member agencies, among other things. 

In the pa.st vear, the Comic il examined significant market developmenis and 
stntcinrai issues within the financial system, including topics discussed elsewhere 
in this report. The Couucii will continue lo monitor potential tlu'eaLs (o financial 
stability, wlieiher from external shocks or structural weakne,sses. 

To facilitate this risk monitoring process, the Council established the Systemic 
Risk Committee (SRC), composed primarily of member agency suiffin 
.sujDttrvisory, surveillance, examination, and policy roles. The SRC serves as a 
foriun lor member agency siafl'to identify and analy'ze potential risks that may 
extend beyond the jurisdiction of any one agency. 

6.4.3 Reports Required Underthe Dodd-Frank Act 

Prompt Corrective Action 

Iti Decetiiber 201 1 , the Council released a repoi t to Congress on prompt, 
coi l eciive ac tion (PCA). Section 202(g)(4) of the Dodd-Frank Act required 
the Cottncil to issue a report on actions taken in response to the Covernment 
Accouiilahility Office (GAO) study cm PC.\ required by Section 202(g)(!) of the 
Dockl-Frank Act. The Council’s report discusses thtt existing PC.A framework 
and the findings and nwornmaulations of the G.\0 study. The CounriFs report 
also highlights some lessons learned from the financial crisis and outlines 
actions taken that could affect PCA. as well as additional steps to modify the PCA 
framewi-u-k that could he consideretl. 

Report on Actions Taken in Response to the GAO's Report on the NCUA 
In June 2012, llie Council released a report to (Congress on actions taken 
in response to a GAO report on the NCL’A’s supervision of corporate credit 
unions and implementation of PC>\, as required by the National Credit 
Union .Authority Clarification Act. Tlie report disais.ses (he findings and 
reconnnendaiions of the GAO study and outlines NCU.A activities that relate to 
the GAO’.s recommendations. 

Contingent Capita! 

Sectiem 1 15(c) of the Dodd-Frank Act requires the Council to study the feasibility, 
bei!C’ni.s, costs, and stnicture of a contingent capital rcquiivmcnl for rKinbatik 
financial companies supervise<l by the Federal Reserve and large, iniercomict led 
bank holding companies. In July 2012, the Council submitted a report to 
Congress regarding the study, as required by Section n5(c). The Council’s report 
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conciudes dial coniingeni capital instrumems should contimie to be an area loi 
pi ivaif’ sector innovation, and encourages the Federal Reserve and other finaiK ial 
I egnlators to continue to study the advantages and disadvantages ol' including 
contingent capital and bai!-in instruments in their regulatory capital frameworks. 

6.4.4 Rulemaking Coordination 

As (lhairi>ei son of the Council, the Treasury’ Secretary’ is required to cotiniinaie 
two mttjor rulemakings by the member agencies under the Dodd-Frank Act. 

To (acilitate the joint rulemaking on credit risk retention for asset-backed 
securities, as described previously, certain member agencies participated in 
an interagency working group to develop the NPRfor public comment. The 
Federal Reserve, FDIC, SEC, OCC. HUD, and FHFA issued a joint NPR on March 
30, 201 1, that proposes rules to implement this requirement and represents 
a signilicant step toward strengthening securitization markets. The agenc ies 
e.viended the comment period for the proposed rule from June 10, 201 1, to 
August 1,2011. 

The Chairperson of the Council is also required to coordinate the issuance of 
linal regulations implementing the Vokker Rule, as drscrihed in Section 6.1.4. 
The Chairperson has played an active role in coordinating the agencies' work to 
develop regulations that are comparable and provide for con.sisienl application, 
to the extent possible. The Federal Reserve, FDIC, OCiC. and SEC sought public 
comment on a proposed rule in October 201 1. and the CFl'C requested comment 
on a substantively identical NPR in January’ 2012. The comment period closed 
February 13, 2012, lor the proposed rules issued by the Fcdera! Reserve, FDIC, 
OCC, and SEC, atid closed on April 16, 2012, for the CFTC’s proposed rule. 

The Chairperson of the Council continues to coordinate tlie development of a, 
final rule, 

6.4.5 Operations Of the Council 

The Dodd-Fvunk Act requires the Council to convene no less than quarterly. In 
tite liist year, the Council met 12 times.' The meetings bring Council members 
together to discu.ss and analyze eineiging market developmcnis and finaticial 
regulatory is.sucs. The Council is committed to conducting its busine.ss as openly 
and transparently as practicable, given the confidential supervisory and sensitive 
informatiott at the center of its wt>rk. Consistent with the Council’s transparency 
policy, the Council opens its meetings to the public whetiever jiossible. The 
C'ouncil held a pitbJic session at three of its meetings in the last year. 

Approximately every two weeks, the Council’s Deputies Committee, which 
is composed of senior representatives of Council members, has convened to 
discuss the CotuiciTs agenda and to direct the work of the SR(i and the five 
other functional committees. The other functional committees are organized 
around the (^ounciTs ongoing statutory responsibilities; (1) identifying nonbank 
financial companies and liiiancial market utilities for designation; (2) making 
recommendations to primary financial regulatory agencies regarding lieightcncd 
jirudential .standards for financial firms; (3) consulting with the FDIC on 
orderly liqtiidation authority and reviewing the resolution plan requiretnents for 
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dcsignatc<l noiibauk. financial firms and the largest BHCis; and (4) collecling data 
and inipioving dara-reporting standards. 

Ill the last vear, die Clouncil adopted regulations implementing its Freedom of 
ln!oniiation Act ohligationsA adopted hearing procedures for nonhank financial 
companies anti FMIJs subject to proposed designations, and passed its second 
htidget. The Comictl also complied with its transparency policy by conducting its 
business in an open and transparent manner whenever possible.'’ 

Financial Research Fund Assessments 

.Seclion 155 of the Dodd-Frank Act requires the Treasury, with the approval 
of ihe Council, to establish assessments to fund the OFR's budget, which 
inf hides the expenses of the Council and the FDIC ’s implementation 
expenses associated with OLA. To implement this provision, on May 21, 2012, 
rite IVcasm y is,sued a final rule that establishes an as-sessment schedule for 
semiannual collections from bank holding companies with total consolidated 
assets of S50 billion or greater and an interim final rule that applies to tionbank 
hnancia! comjianies supervised by Uie Federal Reserve. The first jiayinenls 
under the rule will be made ou July 20, 2012. 

6.4.6 Section 119 of the Dodd-Frank Act 

.Section 1 19 of the Dodd-Frank Act provides that the Council may issue 
iKinbiuding recommendations to member agencies on disputes about the 
agencies' resjiecfive jurisdiction over a particular BHC, nonbauk financ ial 
company, or financial activity or proflucL (Certain consumer protection matters, 
for which another dispute mechanism is provided under Title X of the .Act, are 
excluded). To chile, no member agency has approached the Council to resolve a 
dispute under Section 119. 
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IIqIIIII P( )l en t,i al Emerging T1 ireats 


7.1 Framework: Threats as a Combination 
of Shocks and Vulnerabilities 

Episodes of finunciid disniplioo typically arise when 
adverse developments unforeseen by most market 
pariicipuius, cxminionly referred to as shocks, 
imeracl wiiit fiiiiuiciiti system vulnerabilities. A 
shock that poienlially threatens stability is typically 
one that induces sttbstamial los.ses on a class of 
assets over a short period of time. Recent history’ 
provides examples of shocks that created challenges 
for financial siabilily, such as the hnnsling a-ssel 
price btibbles in stock markets (2000) and housing 
markets (2007), rapid increases in interest rates 
(1994), defaults on sovereign debt (for example, 
Mexico in 1982 or Russia in 1998), or severe 
operational stress in iinaneial markets (for example, 
the so-called “flash crash" of May 2010). .Shocks 
can also emerge from, or be exacerbated by, the 
failure of a .specifk' firm, inf rastructure events, or 
breakriotvn.s in market functioning that create or 
aggravate losse.s on a class of asset.s. 

Not all such disuubance.s necessarily affect the 
•Stability of ihtt financial sysicni or the real ertmomy. 
However, if the financial system is particularly 
vtilnerable to shocks, for example, due to excessive 
leverage or exces-sive use tif shori-iei in wholesale 
funding of illiquid assets, a shock coulti have 
extreme balance sheet consequences atid threaten 
institutions with insolvency. Market participants 
in general may not know which specific firms hav<“ 
balance sheets that are most at ri.sk. so they may 
respond by avoiding exposure to any poieinia! 
coumerparty that might be at risk of insolvency. 

The re.suUing attenuation of credit provi.sion could 
lead VO disorderly liquidation of assets by all alYccted 
(inns, inducing los,ses in other asset classes, thereby 
spreading and magnifying the effects of the initial 
disturbance. Credit flows to the non-financial 
sector could be di.srupied. reducing the pace of 
real economic activity. In extreme cases, total 
economic losse.s could far exceed the original drop 
in asset value. 


Given the inherent difficnlty in predicting shocks, 
perhaps the most important line of defense is to 
reduce vulnerabilities by ensuring that insiiludon.s 
have sufficient capital and lirjuidity resoun e.s, sound 
risk-management practices, and strong internal 
and regulatory controls. Policy efforts can also 
strengthen financial markets' ability to withstand 
shocks by promoting greater informational 
transparency, for example, by addressing gaps 
in the availability of data and by producing 
consolidated audit trails. Additional policy measures 
that serve to enhance robustness of markets and 
institutions include comprehensive rcsoliiiion 
planning, procedures for orderly liquidation of 
insolvent insliimions, constraints on concentration 
in financial seiaiccs. disciplined underwriting 
standatxis for credit origination, and exercising 
due diligence on emerging financial products. 
Finally, markets can be made more resilient if public 
authorities can re.spond to iiuattrial stresses in a 
flexible and timely manner. .-\ti exatn[)le wotild 
be the central bank'.s role as lender of last resort, 
ttcconipanied b)' ap[>ropriate safeguards against the 
risk of moral hazard. 

The public policy goal is not to reduce financial 
market vulnerabilities to zero, Many of the key 
tasks performed by financial markets inherenlly 
involve a degree of vulnerability to certain kinds of 
risk. Credit piwision to risky borrowers, nuuurily 
tran-sfonnation. and the clearing of financial 
iran.sactions are all activities that can generate 
vulnerabilities. Accortlingly. the goal oi' public policy 
is to design regulatory and institutional frameworks 
that reduce vulnerabilities of markets, institutions, 
and infrasu'uctvires to acceptable levels, while 
allowing the financial sysuuu to continue to servo 
the needs of the real economy. 

Destabilizing .shocks are more likely to occur 
when markets have undergone siructund changes, 
including those from technological dcvelopntetrt 
and financial innovation. Tlic.se diangcs niay be 
slow moving, occurring (n’cr a period of years. For 
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Chart 7.2.1 Sovereign Yields 

Perpput EDd Daio: 6-Jul-2G12 Perceni 
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example, the prolifenuion ol'inoi igage-backed 
securities backed by subpriine moi tgaf^e debt 
occurred over approximately eight years. 
Structural changes that occur during periods 
of low volatility can be particularly prohlemalic, 
since such low-volatility episode.s can lead to 
complacency on the part of risk managers and 
may lead to riskier behaviors in search of higher 
returns. Tlic full implicaiion.s of such structural 
changes are rarely recognizctl in real time. 

In particular, so-called “model risk" becomes 
more of a problem as market participants fail 
to adjust their i isk-management models in 
response lo the structural shifts. As a result, 
market participants are likely to underestimate 
the probability of shocks and to be unprepared 
when a shock actually occurs. 


7.2 Areas of Heightened Uncertainty 


There are several noteworthy aspects of the 
current economic environment in which 
structural change has elevated the lcr\x‘I of 
unceriaitify. A clear instance is the trajeciory of 
growth, asset prices, and institutional change 
resulting from euro arett sovereign stresses. 

The introduction of the euro represented a 
.significant structural change that: ushered in a 
related set of new developing institutions and 
policies. Iiiitiaily, tiic unified inoiuil;:U 7 policy 
was associated with a convergence of sovereign 
yields across euro area countries (Chart 7.2. 1), 
although this was not accompanied by a full 
convergence of macroeconomic fundamentals, 
such as productivity growth . 


The financial crisis and recession of 2007-2009 
drew attentiotj to cross-sectional differences 
In growth pntspecis, competitiveness, and 
default risk among euro area countries, with 
yield .spreads widening for some .sovereigns. 
These structural tensions were exttcerbaied by 
the cyclical dowiiiurn and by the fiscal burdens 
ari.sing from bank support progranis. 


Meanwhile, euro area integration on vttrious 
fronts remained incomplete, complicating 
the crisis response. While euro area leaders 
have expressed a desire lo deepen European 
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litiiric aiion. there is continued luicertaiiUy 
about how Kiiropcan otOcial entities tvill resolve 
tiu'se iiseal st rains and the extent to which euro 
area insiituiions may c liange as a result. Markets 
cooiinue to helie^■e that exits from the common 
currency cannot be ruled out. with attendant 
legal and other uncertainties. In particular, 
the threat oi'a breakup of the euro area carries 
with it redenotninatiou risk — the risk that 
obligations due in euros will repaid in an 
alternative, less valuable, currency. 

Direct expo.siires ofU.S. itrsiiuttions to the 
most stressed euro area coumries appear to be 
low (Charts 7.2.2, 7.2.3, and 7.2.4). However, 
U.S. banks, money market funds (MMFs), and 
the insurance industry ha\e indirect exposure.s 
through other non-periphery countries 
and through asset markets. This generates 
hcigiilened uncertainty abottt the extent to 
which evolving conditions could spill over to 
U.S. markets atid institutions. 

.-\nother key structural shift inteittcling with 
cyclical factors is the increased imiKxiance 
of emerging tnarkels in global growth and 
the global financial system. The growth 
trajectories of emerging market economies 
(EMEs), notably the potential for a marked 
deceleration of growth in China as discussed 
in Section 4.4. could have a significant impact 
on growth and financial stability in tlie United 
States. In partictiiar there continues to be 
uncertainly about the health and robustness of 
some of these economies, including concerns 
about banking and financial stability; ibe 
.sustainability of regional real e.slate trends; the 
ability of policymakers to manage inflationary 
pressures; and the possibility of social unrc.si. 
The implications of these uncertainties for the 
I :.S. financial .syslein are primarily driven lx the 
role of the EMEs :i.s global providers of capital 
and as contributors to global growth. 

Uncertainty i,s also elevated in U.S. housing 
markets. The 30 percent decline in house prices 
since january 2()0fi continues to weigh on U.S. 
real estate markets, with 12 million mortgages 
having negative equity and continued high 
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Chart 7.2.3 Large U.S. Banks' Exposure* to Europe 
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Chart 7.2.5 Real Private Residential Investment 
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levels of I'orerlosure activity. Acldilional 
mortgage lo.sses arc possiiile over the next 
five vears due to increased aionihiy payntciiis 
on home-equity loans. T he ciirrenl sluggish 
growth in the housingseclor coturasis with 
the historical posl-reces.sion patterns, where 
residential inve.stineiit typically would display 
solid growth during recoveries {Chart 7.2.5). 
While there are signs ofstahilization in hotising 
prices, and the inventory of existing homes 
for sale has declined significatiily, the overall 
weakness in ihc inacroecomnuv carries with it 
the risk of further declines in real estate prices, 
with additional stresses on household and 
institutional balance sheets. 


In addition, the crisis exposed deep flaws in 
the structure of housing finance that need to 
be reformed, such as the incen(i\es around 
securitization, the design of government- 
sponsored enterprises (GSKs), and the overall 
qiudity of mortgage-servicing standards. 
Financial insiitutions comiiuie to work 
through legacy mortgage asstus and apply 
conservative credit standards to new mortgage 
activity, (liven the scarcity of priv'-ate capital 
in mortgage markets, federal governmevu 
support continues to dominate the provision 
of residential mortgages. While some progress 
has been made in addres.sing mortgage loan 
set vicing and foreclo.surt? abusc,s, as well as 
gaps in protections for homeowners, lack of 
uniform servicing .standards with appropriate 
safeguards for consumers, such as single points 
of contact, continue to create potential adverse 
consequences for distressed hoineowncrs and 
their surrounding communities. The structural 
and cyclical pix>blems of the housing finance 
market constitute a vtilucrabilily of the financial 
system that makes the U.S. economy more 
susceptible to adverse shocks. For example, the 
elTeci of a slowdown in economic growth could 
be amplified by the mortgage marker, leading 
to largor-lhan-expected declines in home prices 
anti sa!c.s. 


Another area of uncertainty is the fiscal policy 
outlook in the United Slates. A number of 
fiscal |)olicy issues must be addressed around 
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itic end ol 2012, inckidiag expiration of the 
lax cuts originally enacied in 2001 and 2003, 
expiraiion of payroll tax cuts, expiration of 
extended unemployment henefifs, the Budget 
Control Act-mandated sequester, and the need 
to raise tlie debt ceiling once again. .\s was 
the case with the debt ceiling debate in the 
summer of 201 1, market volatility may increase 
as ilicsc fiscal deadlines approac h, possibly 
weighing on growth. Furthermore, the long- 
term trajectory of U.S. fiscal policy is generally 
regarded as unsustainable, given the aging of 
the population and the likely path for health 
rare expenditures. The way in which these long- 
term imbalances eventually will be resolved 
is unclear, representing yet another source 
of iincoriaimy for financial inarkcl.'^ and ihc 
real economy. 

7.3 Robustness of Financial 
Institutions and Markets 

While .some inchcaiors poitit to an increased 
level of robu.st.ness of nuanciai institutions and 
markets over the past year, there continue to 
be areas of serious concern. The aggregate 
tier one capital ratio of domestically owned 
bank liolding companies (BlICs) was 13.3 
percent of risk-weighted assets as of i lie first 
quarter of 2012, the highest level in more than 
10 years (Chart 7.3.1), Increased robustness 
can also be seen in the broker-dealer (BD) 
industry, which shows a sharp decline in 
leverage since 2007. St ress lest re.sults from 
the 2012 Comprehensive Capital .Analysis ami 
Review (CCAR) demonstrated the increase in 
capital, particularly common equity, held by 
the largest U.S. banking Institutions since the 
oti.set of the financial cri.sis. Even so, 4 of the 
19 BUCs had post-stress capital ratio.s that fell 
below one or more regulatory minimums after 
including ail planned capital dislribulions. 

The aggregate BMC funding profile has been 
.strengthened by increased reliance on core 
deposits (Chart 7.3.2). continued reduction in 
short-term wholesale funding (Chart 7.3.3), 
and a substantia! increa.se in the fraction of 
itssets that are liiglily liquid. There is concern, 
however, lliai these funding and liquidity 


Chart 7.3.1 Aggregate BHC Capital Ratios 
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Chart 7.3.2 Core Deposits as a Percent of Total Liabilities 
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Chart 7.3.3 Short-Term Wholesale Funding 
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Chart 5.2.12 CDS Spreads of 6 Large Complex BHCs 



20QS 2009 2010 2011 2012 

Note: Equai-Vi«igMed average (rf 
Source; Btooniberg BAG. C, JPM, WFC. GS. MS. 


developments may be .shori-iivcd implioaiioiKs 
of the low interest rate ciiviroiHucm and she 
temporary unltmhed coverage ibi non-inn'ies!- 
bearing transaction accounts under Section 
343 of the Dodd-Frank Xcl, which is sclutduled 
to expire on December 31, 2012. 

Other indicators suggest a less sanguine view 
of U.S. finaticiai instiltilioas. The average 
cost of buying credit protection on the six 
largest U.S. BMCs started lo rise in .Tugust 
2011, with increasing concerns about the euro 
area stability. (See Chart 5.2.12, displayed 
here for convenience.) While credit defauU 
swap (CDS) spreads on these BHCs have 
come down somewhat since their peak in 
November 2011, they remain al>ovc the levels 
that prevailed from miri-2009 through mid- 
2011. Simiiailv, market valuations of the large 
BIlCs are well below book value. Revenues 
at these institutions remain dialienged by 
general market uncertainty and the l(<w 
interest rate environment, and BUG earning.s 
growth is largely dependent on non-recurring 
accounting items, in addition, approximately 
12 percent of all institutions within the 
commercial banking sector still remain on 
the FDIC's problem bank list, accounting for 
approximately 2 percent of sectoral assets. 



Changes in financial market infrasl rtichiies 
are likely to make the derivatives market less 
vulnerable to shocks. In recent years, tlvere have 
been substantial increases in the volume of 
st>ap.s contracts being centrally cleared, whicli 
represents a signilicani. step toward iinprosed 
management of credit risks in these markets. 

In addition, informational transparency to 
regulators has been enhanced by the expansion 
of trade repositories (TR). The availability of 
data from the Trade Information Warehouse, 
the TR f<->r CO.S, pro\cd crxiremely iiseliil 
to regulators in determining patterns of 
exposures to Greek sovereign default ri.sk 
during the period leading up to the Greek 
debt restructuring in March 2012. Finally, it is 
anticipated th.at. pm-stuitit to Title VH ofTho 
Dodd-Frank .\ct, many types of .swaps will be 
traded on swap execution facilities (SEF) and 
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siuturiiy-hascd SEF in ihe near future. This 
(U'vclopnicni slioulil sigiiilicantly enhance both 
pre- and post-Irade iransparency of price and 
volume information on executed transactions to 
swaps market participants. While the SEC and 
CFTC have not yet rinalizcd rules relating to 
the regulation of SKFs and security-based SEFs, 
both agencies have issued detailed proposals. 

.'\nother form of vulnerability has been 
highlighted by the failure of segregation 
procedures to fully protect customers of MF 
(dobal. (See Box D; MF Globa! Bankruptcy.) 
For decafies, segregation of ciisiomcr funds 
has been the lynchpin of customer protection 
in fniures markets, W'hile MF Global customers 
recovered 72 percetu of the value of their 
accounts for trading on U.S. futiues exchanges 
within a few months of the bankruptcy, they 
lost use of those funds for critical weeks and 
arc still owed hundreds of millions of dollars 
in the aggregate. .MF Cdobal customers 
trading on foreign exchanges have received 
a much low^er percentage of recovery. The 
CFTC has taken steps to enhance customer 
protection and has solicited input on further 
possible actions. 

Financial reform efforts arc essential in 
restoring the strength and stability of (inancial 
institutions and markets. Nevertheless, less- 
regulated institutions and markets could be 
perceived to hold competitive advantages. 
Accordingly, vulnerabilltie.s could continue 
or increase if some pariicipant,s choose to 
move business lines or activities to take 
advatitage of perceived gaps or inconsistencies 
in legulatirin. This j,s particularly a concern 
tvhen comparable financial activities are not 
subject to a comparable degree of regulatory 
stringency. This could occur, for example, if 
a lightly regulated swaps participant were to 
expand its business to approximate a full swaps 
dealership without the requisite regulatory 
oversight. The Dodd-Frank Act provides 
mechanisms to address sneh regulatory gaps, 
for example, by requiring oversight of all swap 
dealers and major swaps participants and 
improving regulatory oversight on nonbank 
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financial companies lha! could pose a tlin-al io 
U.S. Bnanciai stability. 

7.4 Continuing Vulnerabilities in the 
Financial System 

A number of characteristic.s of the current 
fmaacial sy-stem couiiiutc to render it 
vulnerable to a variety of shocks an<l create 
the potential to amplify the de.sirnctive 
effects of such shock.s. 

Different types of vidnerabiHtics can arise in 
financial systems. First, sonic vulnerabilities 
are inherent to the role that, finaneiat systems 
play in the economy; For example, maturity 
transformation (turning short-term savings 
into long-term capital investment) is an 
essential service of fiaanciai mat kels. Ibit 
such transformation carries certain potential 
instabilities, such as the risk that shuri-lerrn 
debt may not Ut rolled over or even the 
possibility of a run on a financial instiuilion. 
Similarly, providing credit to risky borrowers i.s 
an important function of financial institut ions. 
Mowever, some degree ol’eredit losses 
associated with such lending is inevitable. These 
sorts of vulnerabilities can be mitigated by 
appropriate public policy structures, inciuding 
prudential regulation and supervision, robust 
capital and liquidity requirements, deposit and 
share insurance, orderly liquidation authority, 
and the role of the central bank as lender of last 
resort, but they cannot be fully eliminated. 

A second type of vulnerability arises from 
control weaknesses in operations, risk 
management, and governance, Examples 
would incliKle the possibility of erroneous 
trade completion in a high-speed trading 
environment, the danger of cybersecurity 
breachc.s, and ri.sk-managemem deficiencies 
in financial institutions. Such vulnerabilities 
highlight the importance of ntgulatory 
measures, such as prudential capital and 
liquidity requirements and risk-management 
siantlaixis, as well as private-sector risk controls. 
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Finally, a ihird class of vuhierabtUties is 
generaied by she behavioral responses of market 
pariicipanis io financial developments, which 
could lead lo undesirable vulnerabilities in the 
aggregate. An example would be the tendency 
for some investors to take on additional risk 
in a low intere.st rate environment in an effort 
to reach for yield. Another example would 
be the spillovers from tiie actions of firms in 
highly concentrated market segments or asset 
classes. Regulatory measures can be useful in 
addre.ssiug these sorts ofvulnerabilities. For 
example, appropriate compcnsalion regulation 
( an deter firms from providing incentivc.s to 
lake on exce.ssive risk. Equally imporuint is to 
help ensure that stakeholders bear losses in 
downside scenarios and are subject to market 
discipline on an ongoing basis. 

These three types orvulncnibiliiie.s are not 
mutually exclusive: a gi\-eii source of market 
vulnerability might be as.sociated with all three 
types to varying degrees, .so any classilication 
of specific vulnerabilities is lo some extent 
arbitrary. In the following text, we discuss 
specific vulnerabilities of each of the.sc 
types in tlie current environiuem, with the 
vulnerabilities classified accortling to which 
characteristics are most predominant. 

7.4.1 inherent Vulnerabilities 

Run Risk in Wholesale Short-Term Funding 
Markets 

Broker-dealers (BD) and other market 
pariicipams typically fund some of their 
portfolio holdings and securities inventories 
using shorwerm funding, obtained through 
repos, commercial j:apt;r, anti unsecured short- 
term lending. While use of.shon-ierm wholesale 
funding has decreased overall (Chart 5.2.7, 
displayed here for convenience), the very large 
BMCs, especially those with large BD operations, 
continue to display a siibsianiial dependence 
on .short-term, le.ss stable funding sources 
(Chart 7.4.1), Moreover, as discus-sed in Section 
,5.2, the L'.S. brandies and agencies of foreign 
hanks also rely heavily on short-term funding 
through MMFs and uninsured wholesale 


Chart 5.2.7 Short-Term Wholesale Funding at Largest BHCs 
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Chart 7.4,1 Less-Stable Funding Sources at 6 Largest BHCs 
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depositors. In practice, institiiiioiis ihai rely 
on short-term funding must maintain strong 
short-term credit ratings. In June 2012, Moody’s 
reduced its short-term ratings b)^ one notch for 
three large dealer banks: Barclays, fkildman 
Sachs, ;uid Morgan Stanley. Markets will be 
monitoring the impacts of the downgrades on 
these banks' funding models. 

This continued reliance on short-term funding 
for il]k|uid assets can Ire a source ofinstahilily 
if borrowers have diffKmhy roiling over ihrir 
mauiring short-term debt on ec:ononiicaliy viable 
terms. Thi,s dynamic cotild force borrowers 
to sell long-sluration assets under fiiT-sale 
conditions, generating a self-reirilbrcing negative 
feedback loop by putting dovviiward pressure on 
prices that, in turn, stresses the balance sheets of 
a wider range of instiliition.s. 

The vulnerabilities a.sscrciated with the use of 
short-temi funding for iljit|ui(i assets may be 
exacerltated by ongoing structural tveaknessc.s 
in the iri-pariy repo market and in MMFs. The 
tri-party repo market relies heavily on intraday 
credit extensions from the clearing banks, 
is exjjosed to weaknesses in the credit and 
liquidity risk-managetnent practice.s of tnarket 
pariicipanLs. and lacks a mechanism to help 
ensure orderly liquidation of tri-party repo 
collateral by creditors of a defaulting dealer. 

(See Box G: Ongoing Vulnerabilities in the 
Tri-Party Repo Market.) MMFs can be subject to 
runs if the Sl-OO net asset value (NAV) is believed 
to exceed the litjuidation value of the fund. 

(See Box H: Money Market Fund Responses 
to Euro Area Uncertainty.) 

7.4.2 Potential Control Weaknesses 
High-Speed Trading 

Higfi-speed automated iraditig ha.s become 
common in equity and derivatives markets, and is 
also spreading to markets for Treasury securities 
and foreign exchange, (See Section 5.4, Box 
F: Algorithmic and High-Frequency Trading.) 

It is likely that high-speed iraditig incrca.ses 
market liquidity in normal market conditions. 
However, any market in wfiich liquidity is 
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BOX G: ONGOING VULNERABILITIES IN THE TRI-PARTY REPO MARKET 


Whife regulators have gained much better viability into 
the activity of the tri-party repo market in recent years, . . 
it remains a significant source of potential contagion, -i 
Despite the recent steps taken by. participants to. r . . - 
advance changes in the market s infrastructure to . 
mitigate key vulnerabilities, progress is taking longer .. : 
than initially anticipated. Three specificsources of '- .. .. 
vulnerability remain of great concern to theCouncil: . ... • 

• Heavy reliance by market participants on . . .. 
intraday credit extensions from the 

clearing banks. 

• Weakness in the credit and liquidity risk : : 
management practices of manyma’ket 
participants, and 

• Lack of a mechanism to ensure orderly. 
liquidation of tri-party repo collateral by -. 
creditors of a defaulting dealer. 

Over-reliance on intraday credit. Currently, 
tri-party repo trades "unwind” every day, meaning that . .. 
the clearing bank returns cash to the lend^’s account., 
and returns coitaterai to the borrower’s account. .Trades', 
are not settled' until several hours later. For several hours 
each'afterndoh, dealers require funding of their entire 
tri-party repo book that lenders do not provide. This 
$1,7 trillion funding need is provided by the two 
clearing banks, 

this is a potentially unstable situation. In times of. market 
stress, the clearing bank faces- a conflict, of interest 
between: its. own risk-iTiahagemerit needs and the role 
it performs as a lender to dealers experiencing funding 
problems; Given its intraday exposure to dealers, the 
clearing bank could tiava a strong incentive, in the face 
of a dealer’s deteriorating credit quafity; to refrain from . 
unwinding in order to avoid extending credit and taking 
on exposure to the dealer's cofiaterai. 

Poor risk management practices. Some dealers 
remain very dependent on short-term repo funding . ; . 
and are heavily exposed to rollover risk. Of particular .. 
concern is the use of short-term borrowing to fifiance.v,; . 


less liquid collalered, such as asset-backed securities 
or corporate bonds.' In addition, some lenders do 
not exercise sufficient rigor in setting haircuts and 
in evaluating appropriate asset types as coiiateral, 
particularly for less liquid assets. This can create a 
destabilizing cycle: if lenders do not feel protected by 
the haircuts- they have in place; they may respond to a 
decJer ^ress event or rising price volatility by increasing 
hairorts sharply, further reducing the dealer’s ability to 
obtain needed funding. Instability is also intensified by 
the fact that some lenders {notably MMFs subject to 
Rule.2a-7 under'the Investment Company Act) accept 
collateraj that they are unable to hold and liquidate 
gradually following a default. These lenders are Itkeiv to 
piiB back their funding altogether if they- are subject to 
redemptions to avoid being forced to take possession 
of the collateral— further destabilizing market conditions, 
..fresently, there is no process in place to prevent . 
lenders from taking oh collateral that they could not 
properly manage or permissibly hold outright. 

Absence of a mechanism to facilitate orderly 
liquidation of a defaulted dealer's collateral. 

A large dealer's default could leave lenders with biliiohs 
of dollars of collateral that they would likely seektd.;::.;.. 
liquidate quickly, The tosulting large vdluitie of asset, , y 
sales could depress prices,: significantly irnpair marketh, 
liquidity, and erode the capitaf of many financial firms .. . 
through mark-to-market losses:: ThiS erosion Of; capital . 
could, in turn, create intense pressure for holders to .y.., 
shrink their balance; sheets by, selling additional assets,. . 
creating a downward spiral.. There is currently no , ■ 

mechanism in piace tb ensure that lenders will be able 
to liquidate the coilater^qf a.defaulted, dealer gradually 
over time in a manner that avoids this sort of fire . . , 
Sodedynamic. 
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BOX H: MONEY MARKET FUND RESPONSES TO EURO AREA UNCERTAINTY 


Vulnerabilities from reliance on slibrt-termfunding can' be' :- 
compounded by structural problems with rribney martlet : , 
funds (MMFs). MMFs are promoted 'to'inbfltutioriai an'd''Vv':;. 
retail investors as stable investments that proves cash . .. 
on demand at a constant net asset value' (NAV), of Si,;;..- .. 
per share, very much like bank deposits. Howev^, theSe.V; 
funds are prone to runs, as investors have an incentive' 
to exit a fund at S1 per share if they suspect that its . :V . 
NAV is likely to decline below S1 (that is. they expect the;;.';., 
fund to “break the buck”). A clear example is the.Waye. v ■ ; 
of redemptions from MMFs after the Reserve Primary:; A- 
Fund broke the buck in September 2008 because of. its ■ , 
Lehman exposures. 

A more recent episode of large-scale MMF redemptions: f, 
is the response of MMFs to increased uncertainty about. 
euro area stability in June 2011. This episode provides: A..:... 
an opportunity to examine potential vulnerabilities.in.the: :... 
MMF. industry! In June 2011. the potential for European .: J; 
bank downgrades and rising concern about the euro;.;.':':.';;; 
area periphery debt crisis prompted concerns about 
MMF exposures to European banks. Prime MMFs began 
experiencing substantial redemptions, with assets failing , . 
by $165 biiiion (or 5,1 percent) in June 2011 and with 
some MMFs losing, as much as 20 percent of their assets 
during this period; .. 

MMFs were able. to satisfy these redemptions vwth ' 
ihternaily geherated liquidity (See Chart 5.3.7, 
displayed here for coriv^ience.) In addition, while 
MMFs’ euro, area exposures had, generated negative press 
attention, these positionshad notaicituaily experienced 
any losses affecting the rhark-to-rharket value of MMFs’ 
portfolios. MMFs. were also! better able . to absorb these 
redemptions because they occurred bn'a steady basis 
over a period of vveeks,. as opposed to the sort of ruri on 
MMFs. that Occurred in. 2008, where investors withdrew ' , 
over. $300 billion in a matter of days from prime MMFs, .. . 
several of which were simultaneously experiencing mark',: 
to-market losses in their portfolios. These mitigating : 
circumstances allowed MMFs to absorb redemptions in , 
the summer of 2011 while maintaining a stable NAV. 


Chart 5.3.7 Prime Funds Liquidity 

Percent ofTolat As»ts . . End Rate: May-2012 Percent of Total Assets 



Swree; OFR; SEC , 

.Following this period of redemptions, MMFs rapidly, 
reduced their'exposure to euro area counterparties. 

.For example,- prime MMF exposures to French issuers. 
declined from a peak of $274 billion at May 31, 2011!; to 
$176.billion {dr36 percent) by July 31, 2011, and to as low 
as $48 billion by December 31; 201T. Overall euro; area A 
:exposures of prime MMFs decreased considerably Trorh , ; 
nearly 30 percent of prime MMF assets, to 18 percent . . 
of assets between May 31,, 2011; and May 31i;2012 . . 
(Chart H.1), 

While this rapid reduction.ih short-teirri dbllaf funding 
for euro area banks reduced MMF exposure to' the: debt 
crisis'; it added to strains' iri.the.gl6bal fihanciai:System:; For' 
those institutions in whlcH.MMFs continue to invest, credit , 
has been proVded at shdftef rriaturities.and. lhcreasihgly .;; . 
in secured form through repurchase agreements, ;From ! 
March 2011 to May 2012, the weighted average life for ! 
prime MMFs declined.from,8;1.t'o.,7i. da'ys:;As of June 
2012, MMFs have a relativelysmal! direct exposure of . 
approximately $1 biiiion to Spanish banks; with no direct ■ 
exposure to Italian or Greek banks, Priitie MMFs also, oh 
average, reduced their overall credit exposure, shifting . 
:.pbrtfolio assets from bank certificates of deposit into 
governmentdebt and repos (Chart H. 2), 
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provided by automaled tradiuif mi ir 411 s could 
find significant ainonnfs oriiqmditv Middrniy 
wilhdrawn if those autoniated sinitegies pause 
due to changes in markei coiiditioiic Hidciice 
suggests that the so-called "nash crash of May 
2010 involved a temporary lk|uidiiy n iihdrawal 
of this type. Auenuated market liquidity, in 
turn, can adversely alTeei inarkei runctioning 
more generally- Risk coiurois must keep pace 
with these developments. Unfortiinaiely, die 
risk arising from high-speed trading is dinicui! 
to assess because it is opaque and difficult to 
monitor (particularly in real time). 

Comp}8.)( Trading Strategies and Risk 
Management 

The effects of advtuice.s in technology ;ind 
financial innovation have also resulted in 
financial firms employing trading and hedging 
strategies that rely increasingly on complex 
assumptions regarding the pc'tTormatice and 
interrelalionships of financial instruments 
and contracts. Recent events, including the 
publicly announced trading losses at JPMorgan 
Chase (JPM), highlight the risks that can 
develop ill the use of such complex strategies. 
This incidcin reinforces how essential it is 
that assumptions underlying trading and risk 
management models be properly validated 
and monitored on an ongoing basis to help 
ensure that risks of complex trading strategies 
are appropriately measured and understood. 
Institutions also should establish a process to 
review the effect of approved model changes to 
help ensure that such changes are appropriate. 

Cyberseciirity 

(.Aheraitacks re[)reseni an incretising threat to 
financial institutions and the infriistruciurt; 
components on which financial systems depend 
(or communicating, sharing infomuttlon. 
and conducting business. The number and 
sophistication of malicious inridenis continue 
to grow as husiiicss and financial institutions 
comimie to a<U>pt Internet-based commerce 
systems. Account takeovers can occur, including 
fraudulent money iranslei's and counteifeiting 
of stored value caKis. Third-party payment 
processor breaches represent a continuing risk, 
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wliereby liu- compnier uetworks of large payment 
processors are largeted, potentially leading to 
financiai losses ami ronijironiised personally 
identifiable iiifoniiatioa. 

Cyber criminals are herontirig more 
sophistical ed, and attack vectors are evolving. 
Social-engineering techniques used in attempts 
to gain unaulhori/ed access into networks 
and systems are shifting from generalizetl and 
random to highly largeled. Another cyber threat 
cat) emerge from individuals with direct access 
to core processing centers. Such itKlividuals may 
be in a position to steal iniellectna) property, 
insider information, or data that ran damage the 
repittalion of the company. Market participants 
report that attacks targeting data and assets are 
increasingly (<>ciised on insiiimiona! aspects of 
infrastructure as opposed to retail operations. 
These types of attacks are associated with 
increased se\'evity of potential losses and could 
be increasingly disruptive. Cyber threats also 
pose a puttMiiiallv .significant risk to the stability' 
of finaneia! markets ihnmgh die disruption of 
critical payirienv. clearing, and settlement systems 
for key rtnancial institutiotis. 

Robustness of Operational, Risk 
Management, and Governance Controls at 
Centra! Counterparties 
In its 2009 meeting in Pittsburgh, the G-2<) 
efstablished the goal of having standardized 
swap contracts centrally cleared by the end of 
201 2. This objective was codified in Title Vll 
of the Dodd-Frank Act. Central clearing of 
swaps will enhance the stability and soundness 
of over-the-counter (OTC) derivatives markets 
in a variety of ways, including improved 
counterparty risk management and multilateral 
itecting of cont racts. However, it cotikl also lead 
to an increased nuinbci of (inancia! conlrarts 
cleared by a relatively small miinber of central 
counterparty (CCP) clearinghouses, which 
mitigate counterparty credit ri-sk between 
market ptirticipants by becoming the universal 
coi.ml.crpariy and pixjviihng linur-specific 
setllement. of transactions. As a result, these 
clearing institutions have become associated 
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with even more critical concenSi alion of risk 
than before. 

The default of a m^nr parsicipant couki impair 
the liquidity available to a (XiP, requiring 
that liquidity for settlement he replaced IVom 
the CCP's own resources ii it is to meet its 
obligations in a timely fashion. The Principles 
for Financial Market Jnhasii iK tnres, finalizt^d 
this past April by the Ciominidce on Payment 
and Setllemeni Systems (CPSS) and the 
International Organization oi'Secnrilies 
Commissions (lOSCX)). provides a set of 
international standards for CCPs and other 
finanrial market utililies that address thc.se 
issues. In addition. Title Vlll ofthc Dodd- 
Frank Act provides an enhanced regulatory 
framework for CCPs through the Councirs 
aulhority to d<!signalc fiiuuicial market utilities 
as smemkally important. 

Data Standards and Analytics 

The financial crisis revealed that lack of 
data standards and poor data managenieni 
ihreafcncd financia! slabtliiy in several w^ays. 
Tho.se who created, collected, and relied upon 
financial data found that fitiancial data quality 
and .scope simply had not kept up with the 
increasing complexity of, and innovation in. 
modern financial market.s. Thai was especially 
the cas<' as finaiK ial activity migrated from 
traditional depository institttlions into the 
capital and securitization markets and across 
national boixlers. Consequently, during the 
crisis, a lack of consistent and high-quality 
data made it tliffictilt or impossible for some 
m.irket participants and their regulators to 
monitor risks in trading books, gauge overall 
exposures to specific counterparties, price 
complex securities, or even assess the potential 
losse-s that itidivklnal firms might face due to 
falling house prices. Different data systems 
using different naming conventions made 
( omparisoiis diffictiU or impossible, even within 
the same firm. Resolving a large, complex 
financial institution like Leluuan Brothers wa.s 
hobbled by the snarled nature of iiisnnicient, 
conflicting, aiui inconsi.stent data. 
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Since tlicn. policymakers have broadened ihe 
scope of daia shey collect and have made efforis 
lo improve iheir quality. Examples include 
the new Form PF (for jtrivaie funds) and data 
!o be collected i)y swap data repositories and 
security-based swap repositorie.s for swaps and 
other tierivatives, as well as international efTorts 
by the inlernalional Monetary Fund {IMF) 
and the Financial StahiHiy Board (FSB) to 
close data gaps, particularly for derivatives and 
iionlradiiionai funding activities. Yet significant 
gaps remain in both lire scope and quality of 
data needed to Biionitor and enhance financial 
stability. More needs to be done, particularly 
in the activities that have Lradiii«inally 
resided ontskie the i’egniators' sphere .such as 
secnriii/ation markets and OTC derivatives. 

Data standards facilitate improvements in 
<lata quality. For instance, efforts to establish 
a global legal ejitity identifier (i.H!) have 
made signifkaut progress in the last year, 
including the establishment of the CFTC 
Inioriin Compliant Idoiuifier (ClCl) initiative, 
but work remains to be clone to complete this 
important effort, The Office of Financial 
Research (OFR), established irs Title I of the 
Dodd-Frank Act, is tasked with improving the 
quality of financial data and data analytics 
along multiple climension.s, including LEI 
implementation and enhancement. 

7.4.3 Behavioral Vulnerabilities 

Managing Risk in a Low Interest 
Rate Environment 

An unusually low rate environment, such as 
that citrrcmly in pluctt, j.s prone to several 
behavioral vulnerabilities. Market participants 
may have an incttnlive to lake on additional 
leverage, credit risk, and duration risk in an 
effort to boost yields. Wltile increased risk 
taking is one possible transmission mechanism 
for expansionary policies, such reach for 
yield behavior without appropriate risk 
management could leave many participants with 
portfolios th.it are more vulnerable to adverse 
market moves. 
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The tendency to reach for yield may be 
especially pronounced for entities such us 
pension funds or insurance companies t hat face 
a stream of quasi-lixed nominal liabilities. For 
example, the im'eslmeii! yield for life insurers 
in aggregate is only around 1.1 percentage 
points above the minimum yield needed to 
maintain policyholder reserves, leaving iliesc 
insurers with a relatively small margin of error. 
Hedge funds also may have vin incentive to 
reach for exce-ss yield if they manage lo spttcilit 
hurdle rates expected by their investors or if 
the value of their fund is considerably below 
the high-water mark that would trigger a large 
payout. In addition, money market funds may 
have an incentive (o increase their risk profiles, 
especially if the low interest rales do not provide 
suflicient yield to cover their expense's. 

We do not see much evidence of such behaviors 
currently. Risky assets do not exhibit signs of 
overvaluations associated with widespread 
reach-for-viekl behavior. If anything, measures 
of risk premia for equities and corporate bonds 
are very wide by historical standards. However, 
indicators of such behaviors shottid be watched 
carefully, including leverage, contractual terms, 
borrower characteristics, the use of levered 
instruments (or funding, Lssuance of "covenant 
lite- loans, and the rate of original issue, 

CCC-i aied high-yield bonds (Chart 7.4.2), 

Eventually, interest rates will move up to 
more normal levels. If market participants are 
ade<|uatdy prepared for such an increase in 
rate.s, and if this increase occurs gradually, 
it is unlikely that financial stability would be 
advciseh’ alTected. Howevci'. a raj^id increa.se 
in iiuerest rate.s could be disruptive. For 
example, jniere.st rates could increase rapidly 
following a loss in iiive.sior confidence in the 
sMstaiiiahiliiyof U-.S. (i.scal policy, li is unclear 
how well prc|)art‘d (ixeci income tnarkets arc 
to the possibility of such rapid interest rate 
movements. Those espedalh' vulnerable would 
be market participants wiili liighly leveraged 
carry-trade po.sitions. ft is important to 
recognize that while any institution in isolation 
can insulate itself from movements in interest 
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rales via swajjs and dcrivalivcs, these contracts 
arc in zero ikh supply in ihc aggregate. As 
a result, some market pari icipants must be 
exposed lo inleresl rate risk. 

Mora! Hazard issues for Large, Complex 
Financiai institutions 

Rehaviorai vuinerahiiitics of large, complex 
finanrial institulioiis could increase with the 
complexity and size of these institutions. These 
vulnerabilities occur because an expectation 
of governmem support could generate more 
risk taking by insliuitions that are perceived 
as loo big or coo complex to fail. Indeed, 
inaiiy observers iiiierprel artion.s taken by 
gcnernnieni auiboriiics during the recent crisi.s 
as evidence that the public sector provides an 
implicit guarauU:e ti' large complex financial 
institutions. Such beliefs, if widespread, 
could lead to incrcascii concentration in 
litiancia! services and greater risk taking by 
those institutions deemed protected, as the 
implicit government guarantee reduces market 
discipline. The result could he higher overall 
risk in financial niarkeis with attenuated 
risk management,. 


Chart 7.4.3 Complex Financial Institutions in 2012 

In^uiion 

Total 

Subsidiaries 

% Foreign 
Subsidiaries 

Countries of 
Operatiorr 

JP Morgan 

5183 

57% 

72 

Bank of Amertca 

4647 

21% 

56 

CUtgroup 

3556 

31% 

93 

Goldman Sachs 

3S0 

39% 

53 

Morgan Stanley 

2716 

40% 

64 

Source: 



As Of: 17-M3y-2012 


Large financial instiliuions continue to have 
a high degree of operational complexity and 
interconncciedne.ss. These complexities tuay 
reflcrt. the diverse lines of businesses and 
loration.s in which these firms operate, but 
lead to legal sirucVurcs with activities spread 
over hundreds, and in some cases thousands, 
of subsidiaries (Chart 7.4.S). Market 
participanis could believe that the complexity 
and interconnectedness of these companies 
could make them harder to resolve and induce 
funher likelihood of government support 
in a stress environment. Such beliefs could 
ihcreCore promote continued moral hazard 
problems for such complex financial entities. 


In addition, there may continue to be 
perceptions that sotnc insiitution.s may 
receive special treaimeni by virtue of their 
size. Such beliefs could be exacerbated 
by greater (.(mceniralion in the financial 
services indtisti y. The financial industry 
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Chart 7.4.4 Assets of the 10 Largest Depository InsWutions 

Percent End Date: 2012 Q1 TrffltonsofUSS 



Source: FOIC 


has become increasingly coiiceiilralcd foi 
decades, a trend enhanced in part b)- sucti 
iegislain'e developments as the Riegie-Nea! 
interstate Banking and Branching F.fficicncy 
Act of 1994 permitiing interstate branching, 
and the Gramm-Leach-BHIey Act, enacted 
in 1999. that alkwed aifiiiations atnong 
commercial banks, investment banks, and 
insurance companies. This trend continued 
through the crisis (Chart 7.4.4) in part tine 
to acqiiisilion.s of failing firms. As ofihe 
first quarter of 2012. the 10 largest banks 
held 52 percent of industry a,ssets, worth 
approximately -17 percent of (IDF. compared 
with 45 percent of industry a,sseis, worth 
approxintaiely 40 percent of GDI’ at the end 
of 2006. Notwiih-slanding this trend towards 
greater concentration, the L’.S. banking system 
remains sigiiificaiuiy less concentrated than 
that of most developed countries. 


These moral hazard problems are partially 
addressed by raising capital requiremetiis. 

An additional important priority is to develop 
credible and robust failure resolmion 
procedures for large complex inst itution.s — 
procedures that would allow the institution to 
be liquidated or restructured, as appropriate, 
with minimal damage to the markets as a 
whole. The I'DIC is authorized to resolve 
certain failing financial companies under 
the Dodd-Frank Act and has developed a 
rcsoltifion strategy for such firms that will 
promote linaucial stability by minimizing 
contagion and requiring accountability by 
forcing the firms’ shareholders and creditors 
to bear losses. 


The credit rating agencies appear ttt have 
recognized that the Dodd-Frank Act limits 
the ability of the government to provide 
extraordinary stipport to shareholders 
and creditors of hu ge complex financial 
institutions. This recognition can be seen in 
the reduced uplift the major rating agencie.s 
incorporate into the long-lerm ratings for 
a number of large financial institutions, 
many of which have been downgnnied or 
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assigned a iiegali\ f rating outlook as a result 
(Chart 7.4.5). However, a degree of ratings 
iiplil! sdl! remains for ihe largest banks, 
typically 1 io 2 notches for large bank holding 
companies and 2 to 3 notches for large bank 
suhsitiiaries. In addition, there is evidence that 
tnarkei-derived indicators of credit quality 
tend to be lower than the levels assigned by 
ratings agencies (Chart 7.4.6). While ratings 
agencies typically report uplifts only for 
long-term ratings, these upltfls also support 
the short-icrin ratings that help firms access 
short-term tinsecnred ivholesaie funding. 
Vulnerabilities can arise when a finaiirial 
institution’s funding model depends in part 
<in the belief that the govennncni will provide 
support, rather than only on the intrinsic 
strength of' the insiitiilion and it.s portfolio. 


Chau-1 7.4.5 Moody’s BHC Systemic Support Uplift 



2005 2006 2007 2008 2009 2010 2011 2012 


SotRCe; Moody’s 


Chart 7.4.6 S&P Current Actual & Market Derived Signal* 



BAC C GS JPM MS WFC 


'Note: Market derived signal Is 
Source: Standard & Poor's Rating Servicas CDS-based. 
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Appendix A 


Designation of Systemically Important Financial Market Utilities 

0)1 julv i8, 2012, the Financial Stability Oversigin Council (Council) designatetl 
t iglii iinancial market tUililies (FMUs) as s>-stemically imporlant nnticr ritlc Vlll 
o( the Dofkl-Frank Wall Street Reform and Consumer Protection Act (the Act), 
riic designated FMUs are: 

• Tiie Clearing House Payments Company (PaymentsFlo) on the 

basi.s of its role as operator of the Clearing House Interbank Payments 
System (CHIPS) 

• CIA Bank International (CLS Bank or CLS) 

• (diicago Mercantile Exchange, Inc. (CMF)) 

• The Depository Trust Company (DTC) 

• Fixed Incotne Clearing ('orporaiion (FICC) 

• ICF. Clear Credit LLC (ICE Clear Credit) 

• National Securities Clearing Corporation (NSCC) 

• I’he Options Clearing Corporation (OCC) 

Tiiic VIII provides four specific factors the Council must take into consideration 
when determining whether an FMU is, or is likely to become, sysieinicaiiy 
iinportam.' These factors arc also incorporated with more tUriaii provided in 
the Council's r egulations regarding the designation of FMUs." Tire four specific 
factors are (A) the aggregate monetai y value of transactions pioccsscd by the 
FMU: (B) the aggregate exposure of the FMU to its couiilerparties; (C) the 
relationship, imerdependencie.s, or other interactions of the FMU with other 
FMUs or payment, clearing, or settlement activities; and (D) the etTecl that the 
failure of or a disruption to the FMU would have oti critical markets, financial 
institutions, or the broader financial system, l itle Vlll also requires the Coniiril 
to take into consideration any other factors that the Council deems appropriate. 
I’he Cojinci! believes tliai the ff>ttr identified facloivs j)rovid<‘tl an ajjpropriate 
basis for making determinations, and thus the Cottncil did not explicitly rely on 
any otlter factors. 

This appendix provides a description of each FMU, as well as an analysis of its 
systemic, importance ba.sed on the factors listed here. Each FMU received a letter 
on May 22. 2012 informing it that the Council had proposed its designation and 
providing it with the same rationale for the Count il's determination provided 
in tliis appendix. This appettdix does not, however, include any conficlenlial 
data that were part of the Cotmcil’s analysis, thovigh such confidential data 
were included in the May 22 letters to each FMU. The FMUs each had 30 dviys 
to request a hearing if they disagreed with the proposed determination of the 
Council or the (^onneiFs proposed findings of fact, bnt no FMU retjucsied such 
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a iiearitig. A( conlingly, ihc Cx)iJncil has nuanimously voted in favor of final 
designalions on the following FMUs based on the analyses described here: 

A. The Clearing House Payments Company LL.C. 

Description of the Clearing House Payments Company LL.C. 

Pa\ nicmsCo, a Delaware eorporation, is the legal person that operates CHIPS, 
which is a nuiltilatera! smeni operated for the purpose of transferring paynienis 
among its 52 participants. Therefore, PaymentsCo, as a person that operates a 
iniiliihitei al system whose purpose is transferring payments among financ ial 
iiisiiiiiiions. tnecls the definition of FMU set out in Title VIIL* 

(illfPS is ilie only private sector system in the United States for settling largc- 
vahie L\S. dollar payments continuously throughout the day. Large-valuc-t 
payniciu systems play a key role in financial markets by providing a mc'atis for 
banks to discharge payment obligations related to important financial market 
activities such as money market and commercial transactions. Payments settled 
by such systems are often high in value and require secure, reliable, and timely 
set ilemeni. For example, two banks might use a large-value payment system to 
seiile a time-sensitive interbank loan. For commercial transactions, a corporation 
may instruct its bank to use a large-value payment sv-stem to make critical 
payments to its suppliers. 

Large-value payments settled over CHIPS often represent the U.S. dollar sides 
of transfers hettveen U-S. money center banks and foreign banks operating in 
the United Slates, such as foreign exchange and F.urodollar transactions. CHIPS 
tniffic also includes an itu leasing share of payments fer transac-iioiis such as the 
adjustrnenl of correspondent balances and payments associated with commercial 
transactions, hank loans, and securities transactions. 

The 52 CHIPvS pai tidpants arc U.S. commercial banks, foreign banks with offices 
in the United States, and one private banker. These participants constitute .some 
of the largest hanks in the world by a.ssct size and include bank subsidiarie.s of 
22 nnam;ial insiitulions considered to be global systeniHally important, financial 
institutions by the Financial Stability Board.' Participants also send and receive 
payments over CHIPS on behalf of thousands of customers, including a large 
number of cnrrespoiulem banks. U.S. depository institutions account For a 
substantial percentage of all value sent. Forty participants are headquartered 
outside the United States. 

An important feature of Cl UPS is that it can bilaterally and multilaierally net 
payments for settlement, which permits CHIPS to settle its daily average of 
payments witli a fraction of funding. A disruption to CHIPS could thci'efore ha\e 
a rnuiiiplier effect on the liquidity needs of participants. 

ParticipaiU-s do not bear credit risk within CHIPS, as they do not extend credit 
to each oilier over the system. 'I'hey do, however, bear liquidity risk. Rec:ause 
piiymeni messages in the CHIPS queue are not guaranteed to settle, participants 
may not receive, either during the day or at the end of the day, payments they 
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are expecting to receive over CHIPS. Liquidity risk is high during ihc end-ofsiav 
sctrlcmcnf: process when participants haw a final expected position that depends 
on other participants meeting their final funding requirements, ii a pai iicij>an! 
fails to fnJiill its final funding requirement, CHIPS will net and release a.s inany 
of the payments remaining in the queue as possible and then delete the rest 
from the system. The participants that were expecting to reccivx^ those deleted 
payments must then arrange to receive that liquidity outside of CHIPS. 

Analysis of Systemic Importance 

(A) Aggregate monetary value of transaettons processed by CHIPS 

The volume and value of payments settled over CHIPS demonstrate the higli 
degree to which the U.S. banking system relies on CHIPS to lac ililatc significant 
linanciai Hows, particularly those iiiTOlving traii-sfersbelwecfi I'-S. money center 
banks and foreign banks operating in the United States. .\s context for the value' 
of payments settling through CHIPS, ewry two weeks, CHIPS settles payments 
equivalent to the gross domestic product of the United States. 

Settlement volumes and values. CHIPS, .settling SI .6 trillion on average a day. has 
a subsianiiai share by volume and value in the U.S. large-value payments market. 

A significant pcicenfage of CHfP,S volume is sent or received by participants on 
behaU of third parlies that are not paiticiptuus. At least 7.500 third parties are 
listed in the dataha.se that CHIPS maintains to facilitate the routing of payments 
SI i aiglit through to their end beneficiaries. 

Funding. The average and peak total participant funding for the CHIPS 
account at the Federal Reserve Bank of New York (FRBNY) per day in 20i 1 was 
substantial, with a significant portion being supplied by a small groiq) of funding 
agents acting on behalf of nonfunding participants. Total fnmling is low relative 
to the value of payments settled over CIIIP.S because the bilateral and mnkilalcral 
netting feature of the system allows fora high leverage of liquidity compared to a 
pure real-time gross .settlement system, where payments are .settled individually as 
they are submitted. 

(B) Aggregate exposure of CHIPS to its counterparties 

Credit exposures. There are no credit exposures within CHIPS, and there is 
no obligation to ensure the scttlemeiu of queued payments. Payment messages 
are nor settled until they are released from the CHIPS queue, and all payment 
message-s that arc releaserl arc fully funded and .settled with finality in real lime, 

Liquidity exposures. CHIPS does not bear Ikpiidity exposures to Us 
counterparties because it does not guarantee settlement of any payment messages 
that are not fully funded. While this feature, which is inherent to the design and 
rules of CHIP.S. eliminates liquidity risk to the system, participants bear liquidity 
risk arising from unsettled payments in the queue. Participants are furthci 
exposed to liquidity risk because the funds used to settle payment, messages 
over CHIPS arc held in the CHIPS account at FRBNY as opposed to in the 
participants' own accounts. 
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Licjuiditv exposures for CHIPS participants are high because payment messages 
ill i!ie CHIPS queue are not guaranteed to settle. There is a possibility that 
particii:)anl,s may not receive, either during the day or at the end of the day, 
payivieiits they are expecting to receive over CHIPS. This risk decreases over the 
romsc ot the day because of the intraday linality of settled payments, but there 
is inherent liquidity risk in the end-of-day process, when participants must meet 
(heir linai funding requireineiits and CHIPS mu.st successfully execute payouts. 

Settlement of the payments remaining in the queue at the end of the day 
is dejK'tidenl on all [larlicipaiUs successftiliy meeting their final limdiug 
requirements, which, on average, is in the billions of dollars. If some participants 
do not fulfiU liu ir final funding requirement, CHIPS will settle as many 
remaining payments as possible and then delete the rest from the system 
unsettled. There has Wen only one instance where a participant failed to meet 
its fnial funding requirement, resulting in paynieiu messages worth $7.3 billion 
failing to settle over CHIPS. 

Since that disiaiption, the typical value of the payments settled at the end of the 
day has fallen to less than 1 percent of total daily value, yet that amount is still 
sizeable. If a large proportion of those payments failed to settle because of a 
disruption ciuised by the faihirc of one or more participants to make a final pay- 
iti, it could put liquidity pressure on the intended recipients of those payments, 
which would need to make up that liquidity outside of CHIPS. Following the 
coiupletioii of fitial funding, a disruption impairing the ability of CHIPS to make 
payouts ( otiid trigger more signifkaiit disruptions to the liqni<!ily positions of 
participant s, In 201 i, the daily average and peak of total CHIPS payouts at the 
eticl of the day were significant. 

Under either disntpiion scenario, participants might have to borrow fiind-s in the 
market late in the day to l eplace the payments or payouts not received in order 
to tiieet t heir payment obligations outside of (TUPS or Federal Reserve account 
balance requirements such as requir<>d reserves. This coukl be particularly 
challenging fora pariicipanlwith moie limited access to U.S. dollar funding 
markets, such as a hunk in a weaketied condition. For any participant, obtaining 
i e|ila(xmenl.fun<ling late in tlte tlay could prove difficult or costly, as the liquidity 
of funding markets such as the Fed funds and repo markets declines toward the 
end of the business day. 

(C) Relationships, interdependencies, or other interactions of CHIPS with other FMUs 
or payment, clearing, or settlement activities 

The structure of participation in CHlPvS indicates a tight, interdependeiu network 
of instiliitiona! relationships and payment flows, sttch that a disruption could 
reverberate throughout the financial system. Participants rely lu^avily on Cl UPS 
to settle significant U.S. dollar financial flows each day, including transactions 
related to ihird-pariy activity for thousands of additional institutions. Activity 
underlying CHIPS payments spans foreign exchange, trade finance, remittance, 
correspondent banking, securities, and bank funding. 
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Concentration of participants and degree of tiering. CHIPS aclivily is liighlv 
coiK eiuratecl witit a small number of participants accounting for a relaiively large 
perccniagc of the of the payment messages sent and received. Funding for 

CJ UPS is further concentrated with a small number of participants rcpreseniing a 
majfn ity of tiie funding. 

Although no FMUs depend on CHIPS directly, the participants that send and 
receive the most ralue over CHIPS and contribute the most funding are also 
some of the most active participants by value in CI..S Bank, DTC, Kf('.(', KSCC, 
C’MM, ICE ('lear Credit, and OCC. The liquidity problems caused by a disruption 
to CHIPS iniglu therefore adversely affect the payment activities of (dllPS 
pat ticipanis over those FMUs. Conversely, payTnent obligatioii-s arising wiilnn 
those other FMUs that were expected to settle over CHIPS could be disrupted. 

Interdepemlencies indirecUv link CHIPS not only to other FMUs and payment, 
clearing, and settlement activities, but also to the ihird-pariv customers that are 
the originators or beneficiaries of payments settled over CHIPS. Participants 
submit a majority of their CHIPS traffic by volume on behalf of one of 
thousands of third-party customers. Example.s of third-party customers include 
afliliales and branches of CHIPS participants, other financial tnsiitjiiions, and 
nonfinancial corporations. Because of the .scope and nature of these i tistoincrs, 
a disruption to CHIP.S could have a broader impact on liolh the financial system 
and the real economy than might be assumed from consideration of only the 
direct parlicipams. 

(D) Effect that the failure of or disruption to CHIPS would have on critical markets, 
financial institutions, or the broader financial system 

Market effects uf a failure of or long-term disruption to the functioning of 
CHIPS, There are two types of disruption to t:i UPS that could have significant 
effects on critical markets, financial institutions, and the broader financial 
system. First, a disruption triggered by the failure of one or more participants to 
make a reqtiircd pay-in at tin* end of the tlay couUl cause sct eral billioit dollars 
of payments not to settle over CHIPS, creating liquidity shortfalls for some 
participants and their customei's lace in the day. Second, :i disruption triggered 
by an operational problem with (^llIPS could cause .significantly higher amounts 
of payments not to settle over (HUPS. An operational disrupiioit cotild also cut 
off part icipinus’ access to the fund.s in the CHIPS account, which could be a 
significant amount by the <md of the day. 

The typical value of the payments .settled at the eml of the day is sizeable and 
varies based on market conditions and the amount of supplemental funding 
contributed by participants during the <lay. If one or more participants failed to 
make a required pay-in at the end of the day. a portion of those payments would 
not settle over CHIPS. .As a result, tlie partidpancs and their customers expecting 
to receive lho.se payments would need to make them up outside of CHIPS and 
could, therefore, face liquidity' shortfalls late in the day. 

In the ca-se of an operational disruption to CHIPS, participants could use the 
Fedwire Funds .Service to settle payments. Their ability to do so would depend 
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on each par licipanfs access lo Fedwire, intemaJ system capabilities, and access 
lo suffic ieni iniraday liquidity. In particular, the availability of liquidiiy varies 
by instiuuion. such that some participants might need acces.s to additional 
liquidiiy in order to reroute their CHIPS traffic. At a minimum, that increased 
liquidiiy demand could create incentives for participants to delay sending 
large outgoing payments overFedwire until they first received large inconiing 
paymenis. Delayed settlement of those outgoing payments could in turn delay 
the seulement of all downstream payments reliant on those funds, likely causing 
liquidity problems to spread. 

Effects of a short-term disruption to the FMU. Depending on its timing, an 
operational disruption to Cl IlPS could leave participants without acces.s to 
the increasingly significant amounts of liquidity held iti the CHIPS account. 

As discussed under Con.si<leradon (B), the v’alue of funds held in the CHIPS 
account rises steadily throughout the day, with the funds returned to participants 
as payemts at the end (sf day. A disruption that prevented CHIPS from making 
jtayouts ai the end of the day could cause significant liquidity .shortages for 
pnriicipanis at a time of day when liquidity in funding markets may be least 
available. This is parlkularly true for the subset of CHIPS participants that 
do not have access to iniraday credit from a Federal Re.serve Bank. These 
participants might need to seek funding in the Fed funds and repo markets, 
where, as discussed previously, liquidity declines towards the end of the business 
day. Ftiriher. liquidity in these markets would likely be especially tight under 
the stressed market conditions surrounding a failure of or di.sruption to CHIP.S. 
Without this funding late in the day, participants might not be able to meet their 
payment obligatioivs otiiside of CHIPS or meet Fedenil Reserve account balance 
requirements, such a.s reserve requirements. 

Under either scenario, a disruption to CHIPS could reverberate throughout the 
financial system, affecting the ihousaruN of inslilulions worldwide tliat may he 
reliant on payment, s settled over Cl 1 IP.S. As discu.sscd under Consideration (A), 
CHIPS .settles a .sizeable overall share in the U.S. large-value payments market. 
Furthermore, a significant portion of the volmne of jtaymciit messages .sent over 
CHIPS is sent or received on behalf of one of thousands of ihird-jwity customers. 
In addition to disrupting third-party c ustomers, as discussed under Consideration 
(C), a disruption to CHIPS might also itidirecily disrupt other FMCs in the U.S. 
financial sector through the channel of shared pai iic.i[tan«s. 

Conclusion 

Large-value payment systems such as CHIPS play a key role iti financial markets 
by providing a means for banks to discharge payment obligations related to 
important financial market activities. CHIPS is a parliculady large system, settling 
.Sl.G vvillion on average a day representing a significant percentage' of the value 
of the U.S. dollar largc-v'alue payment market. A disruption to CHIPS could 
significantly increase the amount of unsettled paymenis in the CHIPS queue, 
disrupt the ability of participants to manage their CHIPS traffic, ami sufficiently 
alter the payment and funding patterns over CHIPS so a.s to cause liquidity 
disruptions affecting all participants, including 22 global sysiemically imponanl 
insiituiions. and potentially spread lo their customers and to other FMUs and 


OC // Annual flrpnrl 



216 


ihe bi oAcier financial sy'stem. The resulting widespread liquidity shortage c ould 
prove difficult or costly to ameliorate, particularly if the disruption were to rut 
of! access to the funding in the CHIPS account and to occur at the end of the dav 
amid ali eady stressed market conditions. 

Taking imcj consideration the sigitificant v-alue and proportion oflarge-valuc 
payments that settle over CHIPS, the increased liquidity requircci to reroute; iltose 
payments to settle outside of CHIPS, and the risk to other FMCs and downstream 
linanciai institutions and nonfinanctal companies that rdy on those pavnienis 
to settle, it is the assessment of the Council that a failure of or disruption to 
CHIPS could increase the risk of significant liquidity problems .spreading among 
iinant iai institutions or markets and thereby threaten the stability of the fmam ial 
system of the United States. For the reasons set out here, the Council has 
determined that PaymentsCo should be designated as a sy.stemically important 
FMU pursuant to Title \Tli of the Act. 

B. CLS Bank International 

Description of CLS Bank International 

CLS Bank, a legal person chartered by the Board of Governors of the Federal 
Reserve System under the Edge Act, operates a mttUilaieral system that seiik‘.s 
foreign exchange (FX) transactions among its financial insiiiution members.’ 
'i’hereforc, CLS Bank tm^ets the definition of FMU set out in Tiile VIll of the Acl.“ 

7 lie FX market is one of tlic largest and most liejuid global financaal markei s 
wiih an average aggregate daily value settled of S.O trillion U.S. dollar equivalent 
(USDF.),' The FX market plays a pivotal internal ioiial role in determining the 
relative value of a currency, providing liquidity to the international banking 
system, and facilitating crtiss-border tnule and investment. Bccau-se of its 
importance, the FX niaikel has long been a focus of attention by finance 
ministries, central banks, and banking supervisors. 

The FX market is an owr-ihe-counter (OTC) market with globally dispersed 
parlicipant-s that connect local trading centers into a liquid, global market. The 
three largest trading center.s are located in the United Kingdom, the United 
Stales, and Japan respectively, although a number of other countries also host 
major centers. Due to the dispersion of market participants, the FX market is 
also a 24-hour market with large volumes of cross-border transactions. The three 
major instruments in the FX market are spot, forward, and FX .swaps, which 
collectively account for approximately 9-1 percent of FX market activity. These 
instruments arc typically considered part of the short-term international money 
market, .serving as critically important cross-currency funding tools for a wide 
variety of participants. Settlement risk is the primary risk in the FX market and is 
a key source of systemic risk. 

CLS Bank is the sole multi-currency settlement sy^stem of its kind, offering both 
liquidity savings and settlement risk mitigation across all major currencies, and 
the only one iliai operates on a global basis across all the major cuirendes.’' 

CLS Bank settles an average daily value of 4.77 trillion USDE, representing 68 
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pfrcfiu of FX market activity in CLS Bank-eligible currencies and products. The 
CLS Bank system links thousands of institutions, including many of the largesi 
banks, invcstmeni companies, and nonfinancial corporations, both domestic 
and foreign. Throiigh CI-S Bank, these institutions are able to reduce their 
setrlcinem risk in the FX market through the use of payment-versus-payment 
(PVP) seiilenient.® CLS Bank is also used by and uses a number of other FMUs 
to seiik: nmhi-cniTency payment flows. .Among other jKJtenlial efferls, a failure 
of or disruption to the functioning of CLS Bank could substantially increase 
participatits’ liquitiify risk and reintroduce significant settlement risk among 
institmioiis in the FX market. 

Analysis of Systemic Importance 

A) Aggregate monetary value of transactions processed by CLS Bank 

CI-S Bank setiks a significant and increasing volume and value of activity in 
(he FX tnarkel. rinonglt its services. CI^ Bank significantly reduces sellkmicnt 
1 i.sk and provides substantial liquidity savings through its use of multilateral net 
funding. If the volumes and values settled by CLS Bank continue to grow. CLS 
Bank’s role in the FX market, and market participants’ reliance on CLS Bank, will 
become even more significant. 

Settlement volumes and values. CLS Bank estimates that it settles, by value, 
pevceiic ofFX market activity in eligible currencies and products. In 2011, 

CLS Bank settled an avenige daily gro.ss volume of 820.600 sides and an average 
aggregate daily value of 4.77 trillion USDE. In addition, through PVT^ .settienienl. 
CLS Bank mitigated a substantial amount of the settlement risk associated with 
the average daily gross volume settled. In 2011, CLS Bank settled a peak daily 
gros.s volume of l,*,).o7,-117 sides; on its peak settlement value day, March 19. 2008. 
CLS Bank settled approximately lO..'! trillion USDE. 

In 2011, U.S. dollar transactions settled at CUS Bank accounted for a subsiantiai 
amount olThe average tlaily gross settlement volume and the aserage aggrttgate 
daily settlement: value. In addition, U.S.-basetl settlement members acctnmted for a 
.significant portion of the average aggregate daily valtic -settled in 201 1 at CLS Bank. 

In 2011, the volume ami value of transactions .settled at CLS Bank increased by 
4.7 percent and l.'r.f) ptMcent, resftectivcly. fiom 2010. Since 2007. the volt.tme of 
t ransactions processed by CL.S Bank has grown at a compound annual rate of 
22 percent, with U..S. dollar transaction volumes growing at a compound annual 
rate of 2S percent. In addition, since 2007. the value of iramsactions processed by 
CLS Bank has grown at a compt)iind annual rate of 7.S percent, with the vahic 
of U.S. dollar transactions growing at a compound annual rate of 7.2 percent. In 
compari.soti, from 2007 through 2010, the total value of the FX market grew at a 
compound annual rate of S.7 percent. 

Funding. Members fiimi and defund their mulli-currency accounts at CLS Bank 
through 17 real-time gros.s settlement (RTGS) systems, including the Federal 
Reserve's Feclwirc Funds Service for U.S. dollar payments. Funding occurs on a 
nmltilaieral net basis, which provides substantial netting efficiencies. In or<lc:r to 
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siiiooih oui the liquidily needs of its members, CLS Bank permits its niembers 
ami du’ir nostro agents to pay in over a fiv^-hottr funding ^vim^o^v. 

B) Aggregate exposure of CLS Bank to its counterparties 

AiUioiigh (XS Bank has a robust risk management framework, it is still exposed 
to .significant credit and liquidily risk. 

Credit exposures. CLS Bank may extend credit to its members in the form of 
Iniircut-adjusted short positions, which are collateralized by a membe-r's long 
positions and capped at the aggregate short position limit (ASPL) for each 
sctllenient member. ASPLs v'aiT among members based on an assessment of each 
tnernber's credit, liquidity, and operational capabilities.''’ 

Based on the .ASPL for each settlement member, CLS Bank's maxirauni potential 
credit exj>osurc is in the billions of USDE." Though these cxjKJsures are 
collateralized by haircut-adjusted long positions, as a result of extreme exchange 
rat<' volatiliiy. CLS Bank may have insufficient liquidity and incur financial losses, 
which it would allocate to its sundving members. 

Liquidily exposure.s. In the event that a settlement member fails to pay in the 
currency l eqnired to cover a short position by the end of the funding window, 

CL.S Rank will attempt to swap the failing member's remaining long positions 
f<>i the rurrenry required to fulfill CLS Bank’s payout obligations. As a result, 

CLS Bank has obtained committed lines of liquidity across the 17 currencies that 
at e eligible for settlement. U.S. dollar liquidity is provided by a group of U.S. 
depository institutions, each of which is also a settlement member. 

In the case of a single member |xiy-in failure, the peak Ikitiidity that CLS 
Bunk would require from its committed liquidity providers is equivalent to the? 
niaxinmm ASPL. Provided ilial its currency haircuts arc sufficient to mitigate 
inat ke! risk, CLS Bank’.s roiumitlr<l lines of liquidil y should be sufficient to 
coinpleie payouts in the appropriate cunency. even if the failing member is a 
liquidity provider in the retjuiretl currency. However, if CI,S Bank's currency 
liuircuts are insufficient to absoil> a siguificaiit depreciation in the value of the 
memher.s’ long positions i dative to the value of their short positions, CLS Bank’s 
liquidity needs may exceed its conuniited liquidity lines, and CfJS Bank may incur 
financial los.st's. Further, in the evou that its Ikpiklity providers arc urwilling 
or unable to provide the committed liquidity, Cl-S Bank will credit its affected 
member(s) in an alternate current y, which its memhers may choose to receive 
as a payout or hold overnight at CI,S Bank, thereby shifting liquidity risk to its 
menibei (s) and potentially resulting in liquidity disruptions to U.S. and foreign 
financial markets. 

C) Relationships, interdependencies, or other interactions of CLS Bank with other 
FMUs or payment, clearing, or settlement activities 

Ci,S Bank settlement activity is highly concentrated amongst its largest members. 
In addition, CI.S Bank is highly interconnected with a number of other FMUs 
and trade repositories. These relationships and interdependencie.s increase the 
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polemia! for a (iisritption at CLS Bank to spread to other participants, FMUs, 
markets, and tliionghout the U.S. financial sratem. 

Concentration of participants and degree of tiering- The^'a!^Je of instructions 
settled by (iLS Bank is highly concentrated among the largest of its 63 members. 
Funher, ibis d-party settlement activity is highly concentrated among a group 
of members. Since the value of instructions settled in CLS Bank is highly 
c onccnl rated, a disrujttion tt» one large member tvould have a significaiil impact 
Oil the risks faced hy CLS Bank {see factor (D) for the impact of a failure to pay 
by one or more participants). However, the inclusion of the largest FX market 
parliripanls in ( Bank en.sures that a significant proportion of the FX market 
is settled at CLS Rank using its PVP risk mitigating features. 

In 201 i. 27 of CLS Bank’s 63 members were active in submitting instructions on 
hchair of third parties, though the majority of activity was concentrated among a 
fetv institutions. Itt aggregate, third-party transactions represent approximately 1 1 
percent of ! he aggregate value settled by CLS Bank. In addition, the three lai gest 
U.S.-hased ihird-pai tv service providers account for more than 48 percent of total 
ihird-paviy activity. 

Dependencies of other FMUs and trade repositories on CLS Bank. CLS 
Bank settles non-PVP insimciions for The \Varehou.se Trust Company's Trade 
Information Warehou.se (TIW), which is a subsidiary of DTCXX as well as the 
CMF. ICF Clear Europe, Eurex. and LCi4.Clcarnct. Specifically, CLS Bank settles 
FX futures-related payments for the CME and ICE Clear Europe, and credit 
derivalive-reiated payments for TIVV', Eurex, and I.CH.Clearnef. Settlement at CLS 
Bank provides operational and fumling efficiencies for these FMUs and inuic 
repositories. The link with the T!W is particularly notable, as it allows payments 
ibr OTCl credit derivatives, which are calculated and bilaterally netted across 
panidpants, to be directly submiiied for settlement at CLS Bank. 

D) Effect that the failure of or disruption to CLS Bank would have on critical markets, 
financial institutions, or the broader financial system 

A failure of or long-term disruption to CLS Bank may significantly increase 
settlement risk and liquidity demands in the FX market. In turn, these 
developmetus may reduce FX market activity an«l the flow of funds in U.S. and 
foreign finatidal markets and to the broader economy. 

Market effects of a failure of or long-term disruption to the functioning of 
CLS Bank. In addition to poltrniially iran.smitting credit risk to its members via 
loss allocation, a failure of or long-term disruption to CLS Bank may result in a 
iev(u sif)n to non-PVP settlement aiul therefore reinttf>dur e signirurant. racdil risk 
to the FX market. Because (.ILS Bank is the sole global multi-currency settlement 
system that eliminates FX settlement risk across all major currencies, a failure 
of or iong-un m disruption to CL.S Bank would require members to .senile FX 
transactions through non-PVP settlement arrangements, including bilateral 
gross seliicmcnt, bilateral net settlement, and “on-us" settlement. A reversion 
to non-PVP settlement arrangements could reintroduce a substantial amount 
of settlement risk to the FX market daily. .Asa result, meinbei's would initially 
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c x],>c i icrice a sudden increase in settlement risk that may significantly exceed 
counterparty settlement limits set by their intenia! credit risk managenieni 
l uiiction and may have to suddenly and drastically reduce their trading activiiy 
to Slay under prudent counterparty settlement limits. Alternatively, membei s 
would Jieed to collect large amounts of collateral from coiinterpariies or accept 
significanfly higher levels of counterparty credit risk that may exceed theit c a|)iia!. 

A reduction in trading activiiy would reduce the flow of funds between Cd.S 
Bank participants, including domestic and foreign banks, investment companies, 
and nonfinancial corporatioas, and would impair FX market iiquitlily. As FX 
iiistrumcnis arc typically considered part of the short-term international money 
market, a reduction of FX market liquidity would seriously dtsrupi cross-border 
fuiiding markets. As a result, the impact of a failure of or loug-tcnti disruption 
to CL.S Rank would he fell in U.S. and foreign financial markets, as well as in 
tiic broader economy. Further, in the absence of PVP settlement, a failure of 
vu) FX market participant would expose counterparties to significant credit risk 
that could lead to additional failures of, or an erosion of confidence in, other 
FX market participants. In addition, because CLS Bank .settles transactions 
both directly and indirectly for thousands of institutions, inclutiing banks, 
investinem rompatiies, and nonfinancial corporations, the faiinre of CLS 
Bank or a disruption of its settlement services could have a crippling impact on 
iiiKtrnaiional trade with adverse second-order effects on the real economy and 
U.S, financial stability. 

In the absence of CLS Bank and multilateral net funding in the F'X rnnrket, 
members would he required to provide additional liquidity to complete 
settlement, thereby increasing liquidity demands on market participants. .As such 
fiintling may occur in stressed market conditions and lecjttirct access to large and 
alternative .sources of liquidity at short notice, there could be significant liquidity 
disruptions to financial markets. In particular, since the (J.S. dollar accounts for 
a substantial percentage ofselllement value at CLS Bank, demands for additional 
U.S. dollar litjiiidily may be substantial and could have a significant iirqnict on 
major U.S.-based banks and the U.S. financial system. Assuming that members 
revert to bilateral gro.ss selllcmcni in the absence of CLS Bank, liquidity needs 
would increase substantially, iluTefore providing another incentive (or members 
of CL.S Bank to .significantly reduce tlieir trading activity and (lie (low of rimd.s 
between Cl-S Bank pat ticipanis. 

In addition to a reduction in FX market activity and an increase in liquidity 
demands, the absence of CLS Bank W'Ould require that iion-PVP settlement 
arrangements absorb an additional average daily volume of 79."), 000 sides. A 
sudden increase in the volume of non-PVP transtictions, however, may result 
in immediate operational challenges due to capacity const raitils, potentially 
prevcjiiing a significant volume ofFX transactions from settling in a timely 
fashion and thereby spreading liquidity risk among participants and their 
couiuerpariic.s. Further, to the extent that a failure of or disruption to the 
functioning of CLS Bank re.sults In non-PVP settlement, the relevant RTGS 
systems would experience sudden increases in the volume and value of 
instructions settled. In the United States, for example, the Fedwire Funds Service 
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aiui ( ;MIPS iuay be re«jU!icd to absorb a significant amoum in additional U.S. 
doihir [Kiymeiii activity daily. 

(d.S Rank also pro\ i<ies settlement of payments related to credit deriv’aiives and FX 
fimires lor jnnitiplc FMUs- both domestic and Ibrcign. These FMUs benefit froui 
funding efficiencies and straight-through proettssing hy settling at CLS Rank and. 
in ilur short term, the absence of CLS Bank would be disruptive to these FMLX. 
as ! hey would ha\o to reixiute payments over the relevant RTCiS systems. Rased on 
data compiled by the Federal Reserve Board, the U.S.-based members of Cl .vS Rank 
are also inembcrs in several other FMUs. In the event that CI-S Bank is unable to 
complete selilemem and these members are unable to obtain timely settlement of 
their payment instructions through alternative settlement arrangements, licjuidilv 
disriipiion.s may be transniittcd to other key FMUs and markets. 

Effects of a short-term disruption to the FMU. In the ewnt that an operational, 
mtukel, oi fiitiding-relatetl event results in a short-term disruption to CI.S Rank. 

{ ;i .S B;nik tvoiikl be reejuired to defer settlement, but may l)e able to complete 
seuieiiieni before the end i>f the settlement day. Settlement, however, is heavily 
fkpendent on the closing times of the RTGS systems used to transfer funds to 
and from menihcrs’ nuilti-t lurency accounts at CLS Bank and inay require an 
extension of die operating hours of certain RTCS systems on vvhich CLS Bank 
is dependent- Further, Cl .S Bunk currently estimates that the largest single 
settlement metnbei pay-in failure (in term.s of its aggregate impact on the 
.seitlemeii! of iransartion at CLS Btuik} would result in a significant petrcniage 
of iransactions not settling. Asa result, members would need to settle these 
transactions on a non-PVP basis outside of CLS Bank, thereby increasing the 
amount of settlement risk in the FX market significantly. In a pay-in failure 
situation, however, surviving members would receive additional pay-in calls, which, 
if met, would .significuTUly redtice the value of unsettled transactions at CI-S Rank. 

In the event of a large single member default, CLS Bank could issue additional 
pay-in calls across the surviving members to fund additional liquidity.'* As such 
funding may occur in stressed market conditions ami require access to large and 
alternative sources of liquidity at .short notice, (here could be significant liquidity 
disruptions to financial markets. Further, as most additional fun<ling will occur 
in U.S. dollars when U.S. markets are closet! (between 3 a.m. and 6 a.m. ET), the 
impact on the financial system of the Utiited States could be more sevore. 

The peak liquidity that CLS Bank conk! require from its committed liquidity 
providers is equivalent to the maximmn ASPL. Provided that its currency 
haircnls ate sufficient to mitigate market risk, CLS Bank s ctinimittefl lines of 
liquidity slionld be sufficient for CLS Rank to satisfy its payout obligations in 
the appropriate currency, eien if the failing member is a liquidity providet in 
the required currency. However, if additional members fail to fully satisfy the 
additional pay-in calls that result from the original pay-in failure, then CUS Bank's 
liquidity needs may exceed its committed liquidity lines. Asa result, CLS Bank may 
be unable to meet its fxtyoui obligations, in which ca.se it woidd pay an equivalent 
amoum in an alternate currency and transfer its liquidity risk to its members. 
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Conclusion 

(ns Bank is the sole global multi-currency settlement system of its kind, oOering 
boili liquidity saving and settlement risk mitigation across all major currencies. 

A (ailiire of or long-term disruption to CI^ Bank wottid have negative elfecis on 
boih its members and the FX market, resulting in S!gnific.ani cretlit, liquidity, 
and operational disruptions. These efTects would likely spill over into U.S. and 
global linani iai tnarkets, as the FX market is critical to meeting cross-citrrcncy 
l uiKiing tteed.s of global Jinancial insiitutions. Furilier, PVP Sitftlemenl in the FX 
iiiiuket continues to be encouraged by central banks, market regulators, and other 
auiiiorities in order to reduce settlement risk. Should the growth in the values 
and volumes settled by CLS Bank persist, perhaps due to the coniitiued growth of 
the FX market and the inclusion of additional participants, settlement currencies, 
and settlement sessions, CLS Bank will assume an c\en mortr dominant role in the 
FX (iiarket. In the absence of alternative settlement arrangement.s offering both 
settlement risk mitigation and liquidity savings across a similar set of FX products 
and currencies, (ilLS Bank’s expansion will reduce overall risk but also concentrate 
the l isk associated with a potential disruption to or failure of CLS Bank. 

Based on lltc significant values and wlumcs of FX market activity settled at Cn..S 
Bank, the cxiensiw netwwk of financial and nonfinancial institutions that depend 
on CLS Bank, the dependence of other critical FMUs on Cl ,S Bank to effecl 
settlement, anrl the lack of substitutes olTering both settlement risk mitigation and 
liqiiidiiy savings, the Council has determined that CLS Bank should be designated 
as a systomically important FMU pursuant to Title VUl of the Ac t. 

C. Chicago Mercantile Exchange, Inc. 

Description of Chicago Mercantile Exchange, Inc. 

(vMK is a subsidiary of CME Croup, Inc. (CMF. Group), a public company, CME, 
through its U.S. clearing division (CME Clearing), ptwides clearing services 
amottg futnres commission merchants (which are included in the definition of 
fuiancial insiitnlion in Section 803 of the .Act) and between futures rommissioii 
merc haiits (FCMs) and custontevs. Therefore, CME meets the dcfinitioti of FMU 
set out in Title Vlll.'^ 

(.'.ME is one of the largest central c oiinterpariy clearing service.s providers in 
the world, clearing 96 pereem of t he entire market for U.S. futures, opt ions 
on futures, and commodity options,'^ CME dears all comracis traded on the 
dcsigjtated contract markeus (I)CMs)’^ <»vvned by CME Group, namely the Chicago 
Mercantile Exchange (CME DCM). Board of Trade of the City of Chicago. Inc. 
(CBOT), the New York Mercantile Exchange (NYMEX), and the Commodity 
Exc hange, Inc. (COMEX). In addition, CME oflers clearing services for ilu: global 
ore market through, inter atia, CME ClearPort. 

CME provides cenintl counterparty clearing .services for future.s, options, and 
swaps that tan be used by market participants for a vtirtety of purj^o.ses. Products 
cleared by CME range from commodity futures, which ait; essential to price 
discovery and liquidity for the underlying commodities, to interest tttte swap.s 
(IRS) and equity index contracts, which can be use<l a.s hedges or as imestmeiiis 
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ihcmseives. C’MK dears the largest and most liquid futures contracts basetl on 
the Standard & Poor's (S&P) 500 Index, Eurodollar, U.S. Ti-easur)' securities, 
and energy products, as well as IRS. CME functions as the central counterparty 
lo mai ket partieijjants and clears a large number of transactions supponed by 
significaiu t olhicera!. .'Vs a central counterparty, CME stands bettveen its m<?inbei s 
! or every a ansaclion cleared, serving as the seller to every buyer and the buyer to 
every seller. In effect, members substitute C.ME’s credit for each other’s credit. 

^Vhile the pxii jrose of the contracts deared by CME can vary, all such contracts 
iniiialiy expose the participants on both sides of tlie contract to credit risk. 

Bv guai anteeing to cad) counterparty that the other side of the contract will 
he rnliilled, CMK acts as a central counterparty to mitigate such risks. (^ME 
coilecis margin i rom each of its clearing members to offset the risks of a c learing 
ineinber s contracts and nets margin calls across all of each member’s contracts. 
On average, CME dears contracts with a notional value in the trillions of IhS. 
doHars and maintains collateral deposits averaging in the billions of IvS. dollars. 

Analysis of Systemic importance 

A) Aggregate monetary value of transactions processed by CME 
Number of trairsactions processed, cleared or settled. In 2011. CME cleared an 
average daily gross voluine in the millions of futures and options contracts and 
axerage daily notional amounts in the millions of U.S. dollars tor OTCfiDS and 
OVC USD IRS; in the millions of euros for OTC euro fRS; and in the millions 
of pound sterling for OTC (iBP IRS. CME cleared a peak daily gross volume in 
tlie niiilions of contracts and peak daily notional amounts in the billions of U.S. 
dollars of OTC CDS and OTC USD IRS. in the billions of enros of OTC etiro IRS. 
and in the billions of potiml sterling of OTC GBP IRS. 

Value of transactions processed, cleared or settled. In 2011, CME cleared 
contracts with an average daily gross notional value in the trillions of U.S. dollars 
and average daily gro.ss notional values in the millions of U.S. dollars of OTC 
CDS; millions of U.S. dollars of OTC USD IRS: millions ofeurosofOTCcuro 
IRS; and millions of pounds .sterling of OTC GBP IRS. The peak daily gross value 
of the coniract.s CME cleared was in the trillions of'U.S. dollars for futures and 
options, billions oflkS. dollars for OTC ('DS, billions of U.S. dollars for OTC 
USD IRS, billions ofeuros for OTC euro IRS. and billions of pound .sterling for 
OTC GBP IRS. 


Value of other financial flows. For all listed derivatives, except cleared OTC IRS 
and deared O TC CDS, the average <laily llowof fmul.s (average daily variation 
margin plus change in average daily initial margin) in 2011 was in the billions 
of U.S. dollars, with a peak in the billions of U.S. dollars on August H. 201 1. The 
peak daily open interest was in tln^ millions of U.S. dollars on August 2.5, 201 1. 

B) Aggregate exposure of CME to its counterparties 

Credit exposures. The period-entl aggregate value of all collateral posted as of 
December 30, 2011, was in the billions of U.S. dollars. On December 30, 2011, 

(he meinbei guaranty fund requirejnem across all three guaranty fttnds was $4.3 
billion. CME designated capital across the guaranty funds was S300.0 million. 
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and the consolidated inilial margin requirement was billions of L'.S. dollars. For 
2011, (IMFI’s guaranty fund held average deposits of $3.8 billion, with a peak vahie 
of S I. 5 billion. 

CIME maintains minimum coverage of 99 percent for a liquklaiion period ol One 
day for fuiures, 99 percent for a liquidation period of five days for O I JRS, and 
1)9 pin cent !br a liquidation period of five days for O ff ' CDS. 

The average aggregate daily value of collateral (after haircuts) po,sted to CME nas 
in the hilHons of U.S. dollars. The peak aggregate dollar ralue of collateral (after 
haircuts) posted to CME was in the billions of U.S. dollars on Jtine 2, 201 i . For 
the 12 months ended December 30, 2011, the average intraday variation margin 
at CMFl was in the billions of U.S. dollars. The peak intraday variation margin at 
CME for all listed derivatives, excluding cleared OTC IRS and cleared OTC CDS. 
was in the billions of U.S. dollars on September 22, 2011. 

For the 12 months ended December 30, 2011, the average daily value of initial 
margin at CME was in the billions of U.S. dollars. The peak daily value of itiitial 
margin at CME was in the billions ofU.S. dollars on June 1. 2011. 

Ti i,s anticipated that with the introduction of mandatory clearing for swaps, 
dcariiig volume and open interest will significantly increase, and margin on 
deposit and exposure will increase proportionally. 

Liquidity re.sources. On December 30, 2011, the amount of liquidity resources 
(including only cash and U.S. Trea.suryand agency notes) at CME was in the 
biliion-s ofU.S. dollars, with billions of U.S. dollars of liquidity re.sources on June 
2. 20U. As of December 30, 2011, the total value of lines of credit from hanks or 
ot:ht;rs was .several billion l.'.S. dollars. 

Liquidity expo.sures. For the 12 months ended December 30, 2011. the average 
daily variation margin CME paid to clearing members was in the billions ofU.S. 
dollars. The peak daily variation margitt CME paid to clearing motnlKtrs was 
in the billions of U.S. dollars on Augusts, 2011. The largest intraday variation 
margin collect was ii» the billions ofU.S. dollars on October 27, 2011. 

C) Relationships, interdependencies, or other interactions of CME with other FMUs or 
payment, clearing, or settlement activities 

Participants. C.ME has a total of 64 clearing members, including futures 
commission nierchauts (some of which are also luokef-dealers), bank affiliates, 
and piopriclai y trading firms. Twenty-nine of CME's clearing meiulters are foreign 
clearing members (including U.S. operations of non-LkS. entities). CMF.’s clearing 
members include some of the largest banking am! brokerage finns in the world. 

Other FMU,s. CME has a cross-margining agreement with OCCi, which is diialiy 
registered as a Derivatives Clearing Organization (DCiO) and as a securities 
clearing agency. The average amount of margin subject to the cro.ss-niai gining 
agreement is in the millions ofU.S. dollars. CME also has a cross-margining 
arrangemem with FICC, which generated a savings of millions of U.S. dollars 
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oTi i)c< c'liibiir 50, 201 1 for clearing linns, in addilion, CME ha.s a mutual oi'isci 
arrangement with Singapore Kixchange Ltd. The nuuua! ofTset arrangement with 
Singapore Excliange Lid. enables market participants to open a futures position 
in one of the foUowing five contracts on one exchange and !it|utdalc it on ihe 
Ollier: Kunxiollai-s, Euroyen TIBOR, V'en- and Dollar-Denominated Nikkei 22.5 
fiHures, and E-micro S&P CNX Nifty (Nifty 50} futures. 

Trading platforms. CME provides clearing services for the CME, CBOT, 

.N’YMEX, and ( iOMEX exchanges that are all part of CME Group. C.ME also 
provides clearing services for the Green Exchange, a DCM that offers trading 
in enviroimienlai ftiiiires and t>ptions, and for Eris Exchange, LLC, a IX.1M that 
oOers trading in IRS futures. The Dubai Mercantile Exchange, an energy-focused 
commodities exchange: regulated by the Dubai Financial Services Auihoriiy. 
clears all ol its trades ibrough NYMEX, which outsources its clearing operations 
to C.VIE Clearing. 

Other external service providers. CME uses the following platforms: Bloomberg. 
Javelin, Tradevveb, Maikciwire, Icelink, CME Glohex, CME- Clearporl, and the 
CME's physical trading floor. In addition, CME. uses Uic services of the following 
companies: lO.N, Sungard, WTD, FFa.stFill, ATE-O, and Wheiiteeh. C.VfE also 
maintains selllemenl bank relationships. 

Average daily value of flovv.s and other transactions with key financial 
institutions. For the Ti-nionth period ended December 30, 2011, the average daily 
value of flows with key firuuu ial in.stitulions was in the hiilions of U.S. dollars. 

Average daily value of trades and other transactions on key trading platforms. 
CME’s average daily value of trade.s was in the millions of U..S. dollars. 

D) Effect that the failure of or disruption to CME would have on critical markets, 
financial institutions, or the broader financial system 

Role of CME in the market served. In 2011, CME cleared 90 percent of t he total 
U.S, futures and CETC-regulatcd options market volume."* 

Availability of substitutes. While several other clearinghouses clear products 
that may be viewed as serving as substitutes for some of the products cleared by 
CMEL it would be impractical, in the short term, for another clearinghou.se to 
substitute for CME'. 

Concentration hy product type. As incmioned, C.VIE deal's 9(i percent of all U.S. 
futures, options on futures, and commodity options volume. 

Financial Data/Metrics. On December 50, 2011, CME^ had in ilie billions of U.S, 
dollars in cash and cash equivalents, in the billions of U.S. dollars in government 
securities, in the millions of U.S. dollars in valued securities, in the billions 
of U.S. dollars in letters of credit, and in the millions of U.S. dnliars in escrow 
deposits of contracts. 
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C!c-aringhonses reduce the costs and operational risks of clearing imd seuleinem 
among multiple market participants by mitigating counterparty risk, seitling 
or Dotting participants' obligations, or providing other clearing services or 
arrangements that mutualize or transfer credit risk among participants. CME 
hoiises one of the largest clearinghouses worldwide. 

The primary trigger of a default by CME would be a default by one or more 
clearing members with extraordinary losses in excess of (’ME’s defaifil resources. 
While such a default could conceivably result from circumstances local to 
those tnentbers, a default scenario would more likely be associateti wii h a 
disruption to the markets more generally, including scenarios such as historicaHv 
extraordinary volatility, e.xtreme changes to normal price correlaiions, and acute 
refiuctions in li{]uidity. 

.■\n alternative trigger of a default by would be a failure by one of its 
scltiemeni banks, in particular its concentration hank, because a substantial 
portion of (>ME’s finattcial resources, as well a.s those of its imauber.s. artr on 
deposit with these banks. Thus, if those financial resources were to siiddcttly 
become unavailable, CME's operations would be adversely affected to a 
considerable extent. 

In addition, a CME default could result from a failure to maintain a generally 
sound financial condition, such as a failure to maintain stifficieni capital or other 
financial resources against its general business risk or against the risk of one or 
more clearing member defaults. 

As discussed previotisly, it would be impractical, in the short term, for another 
clearinghouse to substitute for CME. Moreover, even if swap transactions were 
replaced t.>n a bilateral basis, if the market had moved since the frade.s were 
submitted to CME, it is unclear bow the original counterparties would reinstate 
the original bilateral transaction. In addition, it c.ouhl be difTicult or impossible 
to reinstate the original transactions bilaterally ifthey were matlc on a trading 
platform. Because muhilatei al netting reduces the exposure of a clearinghouse's 
members to each other, the de-netiingofposiiions resulting from a CMf!! 
default would immediately increase counterparty risk, which could have serious 
consecjuences for market participants, indudiug exposure to credit risk and 
demand for collateral. 

Furlhennore. netting provides a market benefit in that (he margin required to 
collateralize the exposure of a portfolio is generally smaller than collateralizing 
its individual components, bccaase the prices of the portfolio's components 
are often correlated. (Central coimieiparty nettittg is mt)re powerftii, as each 
member's obligations to every other member can be netted and offset.'^ 

.Vloreos'er. in the bilateral market, if A wishes to neutralize, e.g.. a long exposure 
to B, A woiild typically enter into a transaction with a short exposure to another 
counterparty, e.g., C. This would ofTset A’s market risk, Um would leave A with 
credit risk t«) each of B and C. In a cleared market, if A has cleared a transaction 
with a long exposure and enters into a cleared transaction with an offsetting 
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shori exposure, those exposures would be olTset, leaving -A. with neither market 
uor credit risk. 

Thus, the amount of collateral posted in a set of bilateral transactions to obtain 
the same level <^f protection that could be obtained through clearing would likely 
increase exponentially, thereby leading to some combination of a substantial 
in< t ease in rec|uired collateral (with a consequent drain in liquidity), an increast? 
in the nunibei and exposure of uncollaieralized transactions (creating greater 
<^xposiir<?s frfjni i tiriher failures), and a decrease in the total number of transactions 
that an; entered into (based on a reduction of credit, which would likely have a 
deleterious inqxK t on the financial activity that those transactions hedge). 

In addition, any disruption in the clearing or trading of these poKlucts would 
likely secercly impede price discoy-ciy, which would result in both a decjcase in 
market efficieiK y and a lo.ss of liqttidityfor these products. 

Moreover, ihei e would likely be a negative impact on any economic activity ifuu 
presupposes the protection of hedging activity.'* For example, livestock producers 
that do not tvam to take on the risk of changing prices in the cash markets may 
abamion production entirely if they cannot use the futures market to lock in 
a price ahead of actual merchandising, and those that do choo.se to continue 
pt ocUk I ioii may face an uneven playing field against other compelitor.s, thereby 
elfeciixely making them not competitive in the global markeLs. 

Simiiarh’, a natural gas protluccr might use a ftitures contract to set a price now 
for gas that it will sell in the future to avoid being expo.sed to the possibility of 
lower prices. Without the protection of hedging, natural gas producers mviy 
reduce production activities to lower their price ex|josures. .\s hedging activit ies 
decrease, products become dilTicult to price and. wiiboui dear aiul coiiipelilive 
prices, the markets for those products become less liquid. As liquidity decreases 
in a market, market: panicipanis will likely demand additional collateral and. as 
the iimount of available capital deci eases, there will Ix^ an increased demand for 
credit, w'hidt, in an unstable market environment, will be difficult Co obtain. 

As positions mow to the uncleared, bilateral market and are dc-netted, settled 
and replaced, operational risks and costs would likely increa.se. t hereby decreasing 
the number of reliable and readily available hedging opportunities. As a result, 
financial institutions and oilier market parli<:i|>aiUs may redtice their investment: 
activilie.s, which could further stress the U.S. financial markets. 

Fina lly, t lx: contagion effect of a I'-ME defatilt if it were to lark sunicient rcsomT<^s 
to make timely payments obligations on variation margin could sewrely disrupt 
operations at other clearinghouses because of a crisis of cotiftdcnce that 
ivHerrupt.s the orderly functioning of the market and/or because of the impact 
that the loss of funds would have on an entity’s ability (orrvillingness) to pay (1) 
lossc.s owefi to other DCX)s, (2) increased collateral requirements for olfsetting 
losing positions, (.H) <!cposits in pemion fund cash accounts or (-1) bank fmani ing 
charges. Kssentially. the failure of CME would create enormous uncertainty about 
llir siaiu.s of initiated transactions as well as the financial positions of its deariug 
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iiKinbcnsand their customers and could jeopardize the orderly functioning o! 
oilier DCO.s and the U.S. financial markets as a whole. 

Conclusion 

I he <l:ita reviewed by the Council indicate that CME processes a significant 
volume ofhigh-dollar-value transactions on a daily basis for critical U.S. 
markets.’^ Moreover, it is questionable whether finding a suKstitutc for CMK’s 
products is a viable short-term solution. Accoidingly, even the shortest disruption 
of CME could disrupt clearing For a variety of futures and options transactions 
and could effectively freeze the futures and options markets, iherc'by creating 
liquidity and credit problems in the U.S. futures markets. The io.ss of central 
coiiniei party clearing in the products CME clears would increase collaierai 
demands c.xponentially, resulting in a corresponding drain of liquidity. 

A CME faihii e could also have an adverse impact on price discovtu y, which 
could, in turn, lead to inefficient markets and a correlated increase in licjuidity 
problems. Finally, the contagion effect of a CME failure could impo.se material 
financial losses on CME's clearing niemhers and other market participants {such 
as customers) and could lead to increased liquidity demands and credit problems 
;u i-oss financial institutions, e.specially tho.se that arc active in the futures and 
options markct.s. Where these financial institutions are active in multiple L'..S. 
markets, this contagion effect would have a broader impact and, as the market .s 
experience growing stress, would likely lead to increased demand for credit, 
which would, in turn, likely lead to less liquidity. Tluus, the Council believes that 
a significatil <!i.sru()tion or failure of CME could have a major adverse impart, 
on the IfS. financial markets, the impact of which would be exacerbated by 
the iirnitetl mimber of clearing alternatives currently available for the products 
cleared by CME. .Accordingly, a failure or disruption of CME tvould likely have a 
significant detrimental effect on the liqnklily of the futtues and options markets, 
clearing members, which include large financial inslinilioiis, and other market 
participants, which would, in turn, likely threaten the stability of the broader U.S. 
financial system. 

For ilie rea.sons set out here, th<‘ ('ounci! has determined that (,'ME slioukl be 
designated as a syslcmically important FMU pursuant to Title VUl of the Act. 

D. The Depository Trust Company 

Description of The Depository Trust Company 

Urc is an FMU as defined in Title VllI of the Art Irccause it manages or op<Tate.s a 
multilateral system for the purpose of clearing and settling securities transactions 
among financial institulions and between financial institutions and DTC."'’ 

DTC .serves as the central securities depository (CSD) for suhstaniially all 
corporate and municipal debt and equity securities available for trading in 
ilu’ United States. DTC is a wholly owned subsidiaiw of DT('C and is generally 
adtninisiered as an industry-owned utility on an at-cosi basis. 
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DTC; provides depositorv’ services and asset servicing for a wide range of security 
types stich as money market instruments (MMIs), equities, warrants, rights, 
fXM'porate debt anti notes, municipal bonds, government securities, asseirbacked 
securities (ABS). and collateralized mortgage obligations. DTC's ctrstodial 
services include the safekeeping, record keeping, book entry transfer, and [tkreige 
of securities among its participants. DTC substantially eliminates the piwsicai 
movetncni of securities by providing book-entry deliveries of securities, which 
trausier the ownership of securities elecironically among broker-dealers on 
behalf of i!ie beneficial ownei? of the securities. In addition lo processing hook- 
eiury transfers, inchtding those trades cleared through the NSCC, DT(' provitles 
services to securities issuers, such as maintaining current ownei^hip records and 
distributing payments to shareholders. In 2011, DTC maintained custody and 
ownership records for approximately $39.5 trillion in sectirities. 

DTC'. has 2'JH full service members and 72 limited service members. DTC 
members include U..S. broker-dealers, U-S. and non-U.S. banks or trust companies 
(including a i i usi company having limited powers), non-U.S. CSDs, U.S. 
government-sponsoied enterprises (GSE.s), and FRBNY. DTCi direct participants 
iiH Inde some of the largest hanks in ihc world by asset si/e, and include afliliatt s 
of 25 of ihc 29 financial institn1ion-s considered to be globally systemically 
important,*' Trades that DTC settles for NSCC are executed on more chan .50 
trading venues (including all U.S. securities exchanges and alternative trading 
systems) and with other domestic and foreign clearing agencies. 

Analysis of Systemic Importance 

A) Aggregate monetary value of transactions processed through DTC 

In 20] 1. DTC processed millions of book-entry securities deliveries and settled 
transactions with a substantial value. .Av'erage daily gross volume wa.s 804,i>02 
cteliv^er orders, pav'nteni ortlers, aitd pledges, with an average daily gross 
transaction value of approxijuately S57S billion. The peak daily gros-s number of 
transactions processed by DTC in 2011 was 1.24 million on Jttne 29, 2011. In 2011, 
the average daily gross value of traristtctions processed by DTC was $573 billion. 
$339 billion of the total being MMIs and $234 billion of the total being other 
securities. The peak daily gross value of transactions processed by DTC in 2011 
was equal lo $728.8 billion on August 12, 201 1. 

'I'lie av'erage aggregate credit balance paid to participants as a re.sult of the day’s 
seitletticni activity in the end-of-tlay cross-entlorsed DTC-NSCC settlement was 
equal to $32.8 billion in 2011, with a peak aggregate credit balance payment of 
$78.3 billion on August I, 2011. The average daily value of scheduled payments 
of dividend and principal and interest (P&I) payments due on DTC-eligible 
securities in 2011 wasSlO.l billion. The peak daily value of these P&I payments in 
2011 was .$41.0 billion. 

B) Aggregate exposure of DTC to its counterparties 

DT(' is the central securities depository for the United Statc.s and b responsible 
for the safekeeping, custody, and certain ownership records of S39.5 irillion of 
securities as of December 31, 2011. i\s of December 31,2011, total contributions 
to DTC''s participants fund equaled approximately $1.76 billion. The pat iicipanls 
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iimd is available to secure participants’ obligations and certain liabiiiiies of D1 Ci, 
slioiilci they occur, such as when a participant fails to perform required payment 
or securities deliv’cry obligations. DTC's participants fund supports the clearance 
and .settlement of a substantial portion of all cojporaie and munk ipai debt, 
equity securities, ABS, exchange-traded funds (ETFs), and MMIs available for 
trading in the United States. 

DTC extends intraday credit to its participants by allowing them to have net 
f unds debit balances, which helps to facilitate the settlement process. These net 
debits are capped at a inaxinnim of $1.8 billion per legal entity and S3 billion per 
vtffiliaicd family of participants. Througlt the variotis processes dcsci ibctl hes e, 
DTC requires ail transactions to be fully collateralized by its part icipants and 
therefore considers Value at Risk (VaR) not to apply to its operations. 

DTO’s liquidity resources are limited to a committed, secured line of cretHl an<l 
the value of assets held in the participants fund — ^including certain assets of the 
defaulting parridpam held in anticipation of settlement. DTU's line of credit, 
established with a syndicate of 31 banks, totaled $1.9 billion as of December 3], 
2011. DTUalso mainwined uncommitted credit lines totaling CanSLoO million 
with a pai licipam to support (Canadian settlement during 2011. Further, a SoO 
million shared uncommitted credit line with NSCC and DTCC is maintained with 
a participant to support potential short-term openuing cash requirements. In 2011, 
th<' peak litjuidity exposure to a single affiliated family ofeomiterparties wa.s S3 
billion, which is the maximum net debit limit permitted for any participant family. 
DTC rules require such exposures to be fully collateralized in each instance. 

C) Relationships, interdependencies, or other interactions of DTC with other FMUs or 
payment, clearing, or settlement activities 

DTC’s operations and the current market structure for securities trading 
and clearing involw: .signilicanl interdependence between DTC and other 
FMU.S, settlement banks, clearing members, credit facility lenders, custodiatis, 
exchanges, cross-margining eniitics, and pricing vendons. For exatnple, NSC, 1C — 
which provides clearance, settlement, and central counterparty services for nearly 
all broker-to-brokcr equity and corporate and intmicipal debt trades executed 
on major U.S. exchanges and other equity trading venues — relies on an interface 
with DTC to settle obligations via the book-entry movement of securitie.s. 
Throughonl the day, the debits and credits in a DTC participant's settlement 
account are netted to calculate, at any time, the net debit balance or net credit 
balance for the account. At citd-of-day seulcment, DTC and NSCC net the 
settlement balances of each DTC participant that is also a member of NSCC. 

DTC maintains relationships with a number of other iniernationally important 
FMUs as well, in particular, D'fC has established the Canadian-Link service 
with CDS Clearing and Depository' Sendees, fnt. (CDS. Inc.), which enables 
DTC participants to clear and settle two categories of securities transactions: (1) 
cross-border Canadian dollar securities transactions with participants of CDS, 

Inc. and (2) intra-DTC Clanadian dollar securities transactions with other DTC 
participants. DTC also has established accounts at two non-U.S. CSDs, namely 
Ck'arsvrcatn Bank AG in Germany and SIS SegalnierSettle .\C» in Switzerland. 
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Xon-lJ.S- (^Sl)s with DTC accounts include; (!) CREST Nominees Ltd. (an 
iiltiliatc of Eurot leaf) in the U.K. and Ireland; (2) Caja de Valores, S.A. in 
Argentina; (3) Tel Aviv Stock Exchange Clearing House (TASECH) in Israel; 

(4) Monie Tiioli, S.p..A. in Italy; (5) Japan Securities Depository Center, liic.; 

(6) (aMUrai Depository (Pte.) Ltd. in Singapore; and (7) Hong Kong Securities 
Clearing ( annpany Limited. In addition, BM&F BOVESPA in Brazil and CDS. 

Inc. have pledgee accounts at DTC in order to receive U.S. securities collateral 
at DTC. .Xotably, however, the level of activity by CSD participants at D'Ri is 
insigiiilicani iti comparison to folid DTC activity. 

D 'Ki lots also formed a relationship with Omgeo, which provides global trade 
( onfirmaiioti and trade matching sy'stems for institutional trades. Trades hy 
insiiniiional investors are allirmcd in Oingeo's trade confirmation and trade- 
matching s) steni.s, and the compared trade details are then passed on directly 
lo DTC's scltletneni system for settlement on a deliveiw-versus-payment/receipt- 
versus-payment (DVP/RVP) basis. 

D) Effect that the failure of or disruption to DTC would have on critical markets, 
financial institutions, or the broader financial system 

The imtiiediaie effects of a failure of or a disruption to the functioning of DTC 
would include a major disruption lo the markets for which DTC is the central 
securities depository as well as financial los.scs for many of DTC’s participants. A 
disnipiioii lo DTC’s services would first lead to complete or ])arlial dLsruption of 
a significant antouiu in gross transaction value settled by DTC and to dividcjid, 
interest, anti certain principal payments made on a daily bases. Such a dLsruption 
.similarly would completely or partially disrupt the additional $23.8 billion 
average daily net settlement obligations that NSCC’s (Joniinuous Net Settlement 
system instructs at DTC on behalf of NSCC and its members. TItc markets would 
be impacted further by an inability to access or trade some or all of the S39..5 
trillion in securities for which DTC acts as custodian. The absence of DTC's 
seo ices could also delay or prevent payment of dividends, priiicipal, and ititeresc 
to investors (bat own securities serviced by DTC. If a failure or disruption was 
triggered by losses tt) DTC, tliose losses might be sliared hy and cause stress to 
other r.VfUs, such as NSCC, with which it has a cross-guarantee agreement. 

In addition, a failure or a disnipvion to the funciioning of DTC would likely 
vestilt in significaiil spillover cffect.s on the rest of the U.S. economy, reducing the 
amount of credit available generally, reducing the value of household savings and 
corporate resen'cs, affecting the financing activities of corporations, destabilizing 
U.S. money market funds, and reducing the arailabilily of secured credit. 

Conclusion 

DTC plays ati iniporianl role in financial markets in particular because it holds in 
its custody subsiatilially all corporate debt and equity securities available lor trading 
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in I he United States. Accordingly, a failure or disruption to the functioning of 
irru could; 

• Directly and negath’ely affect an enormous dollar \-alue of ilnam ial a'^sets 
held in custody and a substantial dollar value and volume of fmaiicial 
transactions in equity and debt markets; 

• Impose material direct losses on participants and their ciisttuuers for 
whom DTC acts as custodian: 

• Oiuse liquidity or credit problems resulting front its failurt; ot disruption 
to spread quickly and broadly among financial institmions and other 
maikets; and 

• I lave ciunulath’C negative effects on U.S. domestic equity and debt 
markets, financial institutions, and the broader financial system that 
are substantial in their own right and so sev’cre as U) create a risk that 
liquidity and crt;dil problems experienced could spreatl among financial 
institutions and other markets and, therefore, threaten the stability of (he 
fiuamial sv^stem. 

Accordingly, it is the assessment of the Council that a failure of or a disiisption 
to D I'C could increase the risk of significant liquidity probleiiis spreading 
among financial institutions or markets and thereby threaten (he stability of the 
fmattrial system of the United States. For the reasons set out here, t he ('ouncil 
has determined that DTC should be designated as a systemically iniporiant FMU 
pursuant to Title VTll of the Act. 

E. Fixed Income Clearing Corporation 

Description of Fixed Income Clearing Corporation 

FiCC is an F.MU as defined in Section 803(6){A) of ilie Act bectmse it mauages 
or operates a multilateral system for the purpose of clearing and settling 
seem itics transactions among financial insiitiition.s and between financial 
institutions and F1CC.“* 

FICC plaj's a prominent role in the fixed income market as the sole clearing 
agency in the United States acting as a central counterparty (CCP) and provider 
of signifirani rlearance and setllemcm services for cash settled U.S. Treasury 
and agency securities and the non-private label mortgage-backed securities 
(MBS) markets. FICC i.s a wholly owned subsidiary of DTCC and is genendiy 
administered as an industry-owned utility on an ai-cost basis. 

FIC(' i.s made up of two divisions, the Government Securities Division (FICC/ 
GSD) and Mortgage Backed Securities Division (FICC/MBSD), each providing 
clearing .services in a different portion of the fixed income mai kct. ITCC/ 

GSD provides clearing, settlement, risk managcmcni, central counterparty 
services, and a guarantee of trade completion for (1) U.S. Treasury bills, note.s, 
bonds, Trca.snry inflation-protected securities (TIPS), and Separate Trading of 
Registeret! Iniere.si and Principal Securities (STRIPS); and (2) Federal agency 
notes, bonds, and zero-coupon securities that are book-entry, Fedwire eligible, 
and non-mortgage backed (collectively, U.S. government and agency secviritie,s). 
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Fl(X;/('SD accepts buy-sell transactions, repurchase and reverse repos, and 
Treasury aucuon purchases in sewral types of U.S. government securities, hs 
2()i t, the two divisiotjs cleared transactions rained at Sl.l quadrillion on a gross 
l)asis ami SG 1.3 iriliion on a gross basis, respectively. 

FKXi/ .MBS1> is ihe only centralized clearing facility in the non-private label MBS 
market. FKXi/MBSD pnwides clearing, netting, settlement, risk management, 
ami pool nolilication services to in^or market participants trading in pass- 
through MBS issued hy the Ginnie Mae {GNMA), Freddie Mac, and Fannie Mae. 
FKXi/MBSl) also processes options trades for “to-be-announced” transactions. 

On .April 2, 20 T2. FICG/MBSI) l>egan providing central counterparty services and 
a guarantee of trade completion for MBS. 

Both FICC/GSD and FKXVMBSD have relationships with more than 100 
pariK apanis. I- KXVf 'SD's members include the nation's major brokers and 
dealers, as well as a wide I'ange of entities that trade U.S, government securities. 

F !(.(./ X’SD s direct members include some of the largest banks in the world by 
asset size ami )nc!u<lc affiliates of 23 of the 29 financial imtitufions consitlered to 
he giobaliy .s\’stenncally important.^ FlCC/MBSD’s participvinls generally include 
the following: (a) banks and trust companies, (b) dealers, (c) inier-clealcr brokers, 
(d) government securities is-suei^, (e) registered investment companies, and (f) 
nnregistered investment pools. 

A distinguishing characteristic of FICC is the wide range of risks it faces and 
its ability to manage those risks. As a CCP, FICC faces credit risk. liquidity risk, 
custody and investment risks, and operational risk. FICC uses a combination of 
i i.sk management tools to some of these risks to ensure it can meet its obligations. 
These tools include (1) meinher.ship standards with regard to financial resouice.s 
and operational capacity, (2) colicciion of collateral deposits to meet deal ing 
fund requirements and markei-to-market payments in the form of margin, and 
(3) t:lo,se out and loss allocation procedures de.signed to facilitate an orderly 
liquidation in the event of a member default. 

Another important feature of FI(X> is that it uses multilateral netting thmugh 
whidi l''ItX.yfTSD and FKXVMBSn are able to rcthice siguificanlly the value of 
securities and payments that must be cxdiangetl each day. A disruption to FICC 
could therefore have a multiplier effect on the liquidity needs of pariicipams, 

Analysis of Systemic Importance 

A) Aggregate monetary value of transactions processed through FICC 

In 201 J, FiCC/GSD proce.ssed 40..A million transactions in U.S. government and 
agency .securities worth Sl.l quadrillion on a gro.ss btisis. Through imiltilaieral 
netting, FKX'./GSD reduced the %’a!ue of financial obligations requiring 
setUentent in 2011 from $1.1 quadrillion to $230 trillion. In 2011, FICC/MB.SD 
processed MBS transactions worth approximately $64.8 trillion, which through 
muitilaieral netting was reduced in value to $3 trillion. 

On an average davin 2011. FICC/GSD cleared 120,780 purchases and sales 
of U.S. government securities, 39,156 repo transactions, and 1,122 CiCF repo 
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irauvactions, which in aggregate were reduced lo 24,515 net obiigatious <lai!y. 

Tile peak daily gross number of trades for these three categories was 255,241 
purchase and sales, 44,238 repo transactions, and 1,636 GCF repo iransaclinns, 
respeciively. Peak aggregate netted obligations were 28,464 on July 29, 20! 1. 

Daily i l ading v’olutne at FICC/MBSD averaged 10,556 coinpar«l sides in 20i!. 

Tfie daily gross number of compared sides at FICC/MBSD peaked at 30,237 on 
Oc tober 6,2011. 

In 2011, ibe average daily gross raJne of trades compared by FICC/GSD was 
$893.7 billion for sales and pttrehases of U.S. government sernrities, §1,7 trillion 
for repo.s, and $796 billion for GCF repo iransaclions. The average daily net value 
seiitcincni in all three categories was $921 billion for FIGC/GSD, and (he average 
daily funds only settlement (FOS) was $1.0 billion. The daily gross value of sales 
and pm chases of U.S. government securities in 2011 peaked at SL6 trillion on 
August 9, 2011. For repos and GCF repo transactions, the daily gross value of 
trades peaked at $1-9 trillion and Sl.2 trillion, respectively. These peaks occurred 
on August 3, 201 1, and Septembers, 2011, respeciively. The peak total of netted 
transact ions in 201 1 for FICC/(iSD was $999.4 billion on july 29, 2011, and FOS 
peaked at $2.6 billion on August 10, 2011. FICC/MBSD compared, on average. 
.S284.7 billion worth of transactions each day in 2011. FICC/MBSD's comparisons 
olTrtide par value peaked at $988.2 billion on October 6, 201 1. 

FlCC/f/SD's peak increase in daily total clearing I'und deposits in 20! 1 e{]ualed 
S0..5 billion on August 10, 2011. The average daily total of funds only settlement 
debit was $0.3 billion, and funds only settlement dt'biis peaked at .$1.8 billion on 
August 10, 201 1. FICf yMBSD's average daily gross ntaik-KJ-mai ktti riiange for 
2011. im luding changes in average daily initial margin, was $3.4 billion, and its 
daily vai iation margin (mark to market) peaked at .S10.4 billion on January f>, 2011. 

B) Aggregate exposure of FICC to its counterparties 

In 2011, FICC/G.SD maintained a clearing fund that averaged $11,1 billion, while 
FICC/MBSD maintained a pariicipams fund that averaged $7.7 billion. The .si^es 
ofihese funds peaked at $25.0 billion for ITCC/GSD on March 22. 2011 and .$15.2 
billion for Fl(!!l(VMB.SD on March 22. 201 1 . The average daily VaR esiimate.s at a 
99 percent confidence Im-el for FlCC/GSl) in 201 1 was $6.2 billion. The average 
VaR for FICC/MBSD in 2011 was $5.0 billion. All of the collateral in the two 
futids was held in cash and in V’.S. government and agency securities. 

FICC/GSD has liquidity nced.s for day-to-day securitie-s settlement, daily funds 
selUemcm obligations, and in the event of member default. FICC/MRSD, by 
contrast, in 2011. had liquidity need.s only for daily funds settlement obligations, 
a.s it did not begin acting as central counterparty until April 2012. FICC/GSD’s 
liquidity resources include the foiiowing; (1) the cash portion of the clearing 
fund; (2) the cash that would be obtained by entering into repo transactions 
using the eligible securities portion of the clearing fund (Treastiry securilie.s, 
agency securities giiai antecd by the U.S. governmeiu, and certain U.S. agency/ 
GSE pass-through securities); and (3) the ca-sh that would he obtained by entering 
into repos trsing the securities underlying transactions that would have been 
delivered to the defaulting member bad it not defaulted. In addiiioti, FICC/GSD 
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couki receive (utrds IVoni its cross-margining and cross-guaranty arrangemenis 
il it s ri'soun es pr oved insufficient to cover Josses stemming from a memlx’r's 
clei'auli. FiCC/CSD does not maintain any committed lines of credit. 

It) 201 1 , FI(;C/(>Sl)’s peak liquidity exposure to a single counterparty totaled Si 1 1 
irillion. In 2011, F'1(1C/M BSD’s peak liquidity exposure to a single counterpart y 
totaled S2.5 billion. I his exposure was required to be covered by the sculemeiu 
obligatioti.s of other FJCC/MBSD participants or through use of the FfCXl/MBSD 
participants hind. For the year ended December 31, 2011, FICC/GSD had an 
average of S 10.6 billion in liquidity resources, which was comprised of S.3.7 billion 
in cash an<l .SG.li billion in U.S. Trea.sury and agency securities. FfCC/MBSD had 
an average of $”-1 billion in liquidity resources in 2011, of which S3. 5 billion was 
in cash and .§3.6 billion was in U..S. Treasun- and agency securities. 

C) Relationships, interdependencies, or other interactions of FICC with other FMUs or 
payment, clearing, or settlement activities 

FICCl/^'SI) has foi nied relationship.s with other market participants to mitigate 
the risks attending the potential default of a mutual participant. FKXl/GSD has 
established a cross-margining arrangement with CMF., and FKXl has established 
a inuitilatcral cross-guaranty agreement with both the OCC and FlCC’s affiliates, 
NS(X1 and DTC, to cover certain obligations of a common defaulting member 
to the extent of available resources of the member. FICC/GSD has also formed 
a relationship with NYPC, a U.S. futures clearing corporation, to allow joint 
clearing incinbers to cros,s-rnargin certain positions cleared at FlCXl/GSD with 
certain positions dearth at NYPC in a “one pot” margin portfolio. 

FICC/GSD ha.s otily two clearing banks. fPMorgan Chase and Bank of New York 
Mellon. These two entities are critically important to FICC for GCF repos and 
security settlement processing. FICC/GSD also relies on FRBN'Y, both to issue 
U.S. Treasury securities and to collect and pay margin depo.sits. Payments to and 
frotn FICC/MBSD are made via DTC s sul>-accomu at FRBNY. 

In addition. FICC’s parent company, DT(Xk pnividcs -sigtiifiraiu services to 
FICC pursuant to a service agreement, induding internal audit:, corporate 
communication.s, corporate and regiilatoi y compliance, executive services, 
finatK C, administration stna iecs. and legal scrvice.s. 

D) Effect that the failure of or disruption to FICC would have on critical markets, 
financial institutions, or the broader financial system 

A failure of or a disruption to the functioning of FlCXl/GSD wxmld be broad and 
severe. First, it could cau.se a complete or partial disruption of the subsiuniiai 
nuntber and value of iran-sartions typically pending to be detu etl and settled 
through FICXX/GSD in a two-clay settlement cycle. Additionally, FICC/GSD 
members could fare frnanrial lo.sses equal to the average net value of transactions 
guaranteed by FKXVGSD over the iwo-<iay seillcmeni cycle, due to the full or 
partial absence of the FKXVG.SD trade guarantee. These potential losses would 
be compounded by liquhiiiy pre.ssures due to at least a temporary limitation on 
a member's ability to access collateral in the clearing and participant funds. As 
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of December 31, 2011, the approximate values of such contributions were Si 1 .1 
Iritliou for FICC/GSD and $6.5 billion for FICC/MBSD. 

There would also be a disruption to new trading activity in U.S. govern mem 
sectiriiies and MBS markets. Because there are no other clearing agenc ies 
prox iding .services .similar to tho.se of FICC, trades would need to be setiicrl fin a 
hilaiera! basis. 

In addition, a failure of or a disruption to the functioning of FKXl wouki likely 
resiil! in significant spillover effects on the rest of the U.S. econoiijy, redneing 
the amount of credit available generally, drawing assets away from otlier 
productive uses, reducing the v’alue of corporate reserves and houschoki savings, 
destabilizing U..S. money market funds, and negatively affecting tinaiu ing 
activities of the U.S. government and GSEs. 

Conclusion 

KKX^ plays an iniportant role in financial markets due to the high gross notional 
value of the ira.Ies FKXVGSD attd FlCC/MBSi) dear and flu- efficiencies 
they provide through imjkilateral netting of trades and payments anumg their 
nienibers. In particular, because FICC/GSD is the sole clearing agency in the 
United Stales acting as a central counterparty for cash-.seuled IkS. goveriniuMit 
and agency scf uriries, and FlCC/NfBSD is the predominant provider of clearance 
and settlement services for U.S. MBS markets, a failure or disruption to the 
runc.iioning of FICC could: 

• Directly atitl negatively affect an enormous tloilar value and volume of 
financial transactions in Uie U.S. govcrnmeiK securities and MBS markets; 

• Impose material direct losses on FKXl counterparties and create 
new xlemands for liquidity and newcretlil, problems among financial 
in.siiintions ttnd others that rely on such markets for cretlit or liquidity; 

« Cause Ikmiditv or credit problems resulting from its failure or disruption 
to spread quit kly and broadly among financial insliliilions and other 
markets rntfl 

• I lave cumulative negative effects on U.S. government anti MBS markets, 
financial imtiunions. and the broader financial system that are sulMtantial 
in their own right and so st-vere as to crt;ate :i risk that liquitlity and credit 
pmblents experienced could spnaid among financial institutions anil 

ot her market-s aitd. therefore, threaten the stahiiity of the financial system. 

Accordingly, it is the assessment of the Council that a failure of or a disruption 
to FICC ctniid increase the risk of signilicam liquidity probit'tiis spreading 
ajnong financial ijisiitutions or markets and thereby tiucaten the sfabilily of the 
financial system of the United States. For the reasons set out here, the Council 
has determined that FICC should be designated as a smemically important FMU 
pursuant to Title Vlll of the .Act. 
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F. ICE Clear Credit LLC 

Description of ICE Clear Credit LLC 

ICK Clear Credii. is a Delaware limited liability company and an indirect 
subsidiary of Intercontinental Excliange, Inc., a Delaware corporation. iCK Clear 
Credii provides central counterparty clearing services to direct participants that 
.ire linaiu iai itisiitntions, as well as to indirect market participants (customers). 
Therefore, ICE Clear Credit is an FMU as set out in Title VllI of the Act.-'' 

[CE Clear Credii clears a maiority of the CDS products in the United States that 
are eligible for clearing by a central counterparty. ICE Clear Credit currently 
clears 4(1 North .American CDS contracts (Inde.x Contracts), 132 single-name 
components of North .American CDS contracts (Single-Name Contracts), and 
four ibreign sovereign (iDS contracts (Sovereign Contracts).^ Spec'dically, ICE 
Clear Credit clears all of the active North American CDS indices for the 5-ycar 
and lO-year tenors, atu! — save for certain financials — (he most liquid L'.S. single 
names in the CDS market. Of the products that are accepted for clearing by ICE 
Clear Credit, as of December 31, 2011, ICE) Clear Credit cleared approximaiely hCi 
percent ol all bilateral trades where both the buyer and the seller are ICE Clear 
Credii clearing {tariicipams. In addition, ICE C^ear Credit is currently the onlv' 
clearinghouse worldwide that dears foreign sovereign CDS- Since 2009, ICE Clear 
Credit has cleared over 30(),0{l0 CDS tran.saciions whose notional value is in the 
trillions ofU.S. dollars.-'^ 

ICE Clear Credii h.is a total of 27 clearing members. 14 of which are iinancial 
or hanking groups and 9 of which are non-U.S. domiciled. ICE Clear Credits 
clearing members include some of the largest financial insiiluiions designated as 
G-SlFIs by the Financial Stability Board. 

Irrespective of whether a CDS is being used to hedge risk or take on exposure to 
cttriain credit markets, as a bilateral contract between two market participants, 
a CDS creates credit and liquidity risk exposure between the counterparties to 
the CDS contract. For centrally cleared CDS contracts. ICE Clear Credit reduces 
these risks by serving as a central tounterpai iy. interposing itself beltveen the 
two original bilateral counterparties. Additionally, ICE Clear Credit improves 
market transparency and functioning by establishing robust daily settlement 
prices for the CDS trades that it clears, which pet iodically its members are 
rccjuireci to staivd behind, as well as monitoring and reporting open positions 
among clearing members. 

Analysis of Systemic importance 

A) Aggregate monetary value of transactions processed by ICE Clear Credit 

Number of transactions processed, cleared or settled. In 2011. ICE Clear Credit 
cleared an .iverage daily gross volume of 821 Index Contracts, 1,145 Single-Name 
Contracts, and .397 Sovereign Contracts. ICE Clear Oedit cleared a peak daily 
gross voliunc of 7,222 Index Contracts, 14,708 Single-Name Contracts, and .5,6<S0 
Sovereign Comracis. 
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Value of transactions processed, cleared or settled. In 2011. ICE Clear Credit 
cleared contracts with an average daily gross notional value in the billions ol 
dollars in each of lnde.x Contracts, Single-Name Contracts, and Sovereign 
Contracts. The peak daily gross notional values of the contracts ICE Clcai (iredit 
cleared were in the hundred billion dollar' range for each of Index Contracts. 
Single-Name Contracts, and Sovereign Contracts. 

Value of other (inancial flows. I‘br all listed dei'ivatiws, the average ilaily How of 
funds (average daily mark-io-market valuation plus change in average {[;ii!y initial 
margin) was in the millions of dollars for initial margin and in the hundred million 
dollar range for adjusted mark-to-markei, and for all intraday fees (adjirsiecl mark- 
lo-maike(, ujrfrout fee, coupon plus crcdil event). The peak <{;tily (low of funtls was 
fiver ;i billion dollars for initial margin and in the hundreds of millions of dollars 
for aeijusted mark-lo-market and for all iniratlay fees (adjusted mark-to-market. 
np( roiii fee, coupon plus credit event). The peak daily open interest vva.s in i lie 
hundreds of billions for each of Index Contracts and Single-Name Contracts, and 
in the lens of billions of dollars range for Sovereign Contracts. 

B) Aggregate exposure of ICE Clear Credit to its counterparties 

Credit exposures. During 201 1, the average size of ICE Clear Credit’s guaranty 
fund was in the billions ofU.S. dollars, wiili a peak size of billions ofU.S. ckiliars, 

It is avuicipaied that following the implementation of a clearing requirement for 
swaps, clearing volume and open interest will siguificaiuly increase, and margin 
on deposit an<i exposure w’ill increase proportionaHy. 

Liquidity resources. The average amount of liquidity resources (including only 
cash and U.S. Treasury and agency notes) at ICE Clear Credit was billions of: U.S. 
dollars, with a peak amount in the billions of U.S. dollars. As of December SI. 
2011, tlu* total value of lines of credit from banks or others was millions of dollars, 

Liquidity exposures. The average aggregate daily dollar value of payouts by ICF. 
Clear Credit to clearing members was in the millions of U.S. dollars, with a peak 
in the millions ofU.S. dollars. The peak liqtiidity need with a single counterparty 
was in the millions ofU.S. dollars. 

C) Relationships, interdependencies, or other interactions of iCE Clear Credit with 
other FMUs or payment, clearing, or settlement activities 

Participants. ICEI Clear Oedit lias a loud of 27 clearing members, 14 of which 
are financial or banking groups and 9 of which are noii-U.S. tloiniciled. ICE Clear 
Ciredit’s clearing members include some of the largest banking and broken age 
Hrms in the world. 

Other FMU.S. ICE' Clear Ciretlit does not have any relationships with other FMUs, 
other than its afliliatc relationships. 

Trading platform.s. ICE Clear Credit clears OTC swaps (all cleared fH)-S 
transactions are executed bilaterally) and therefore does not have a relationship 
wiih any trading platforms. However, it is expected that ICE Clear Ch edit will 
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begin clearing iransaclioiis executed on DCMs or swap execution lacilities with 
the commcncemeni of CDS trading through such venues. 

Other external service providers. ICE Clear Credit uses The Clearing 
Corporation lor license fee and management services and ICE for technology am! 
nianageinent .services. 

Average daily value of flows and other transactions with ke)’ financial institutions. 
ICR C]<-iir ( ledii docs jiot have any flows with unaffiliated key financial insiitmions 
other than its clearing inembens, settlement banks, and repo coumerparties. 

Average daily value of trades and other transactions on key trading platforms. 
ICE Clear Credit c lears OTC swaps and therefore does not have a relationship 
with any ir.'uling plaifV>rms. 

Average daily value of services provided and other transactions with other 
external service providers not captured. ICE Clear Europe u.ses ICE t^iicar Credit 
for technology and management services. 

D) Effect that the failure of or disruption to ICE Clear Credit would have on critical 
markets, financial institutions, or the broader financial system 

Role of ICE Clear Credit in the market served. In 2011. of the North American 
Index and Single-Name ('DS market CDS products that ICE Clear Credit accepts 
for clearing, ICE Clear Credit cleared approximately 66 percent ofail bilateral 
trades where both the buyer and the seller are ICE Clear Credit ('learing 
participants. It i.s also the only clearinghouse worldwide that clears foreign 
sovereign CDS, 

Availability of substitutes, (airrcnlly, no other DCOs clear the breadth of 
products cleared by K-E Clear Credit. .Accordingly, it is impracticable to expect 
tliat one ctiuld continue clearing !(,1R Clear Credit's (’DS [)roducts immediately or 
in the sliorl term following a disruption of JCE Clear Credit's operations. 

Concentration by product type. ICF. ("iear (Vedil is currently the only 
dcuringhouse worldwide that dears foreign sovereign CDS. In addition, ICE 
(Hear (a eclit cleats all of ihe active North American C'.DS indexe.s for the .'i-year 
and ]()-ytxir tenors, and — save for certain financials — the most liquid U.vS. single 
nanttis in the C^DS tnarket. 

Financial Data/Metrics. On December 30, 201 1 , ICE Clear Credit had in the 
billions of U.S. dollars in cash and cash equivalents and in the billions of U.S. 
dollars in government securities. 

ICE Clear Credit redtices systemic risk in the CDS market in a number of ways. 
First, UiE Clear Crctlil lowers counterparty risk exposures among market 
participant,s through the novation of (;iDS contracts. Second, ICE Clear Credit 
lowers the likelihood of a dcfatdl leading to a financial contagion of defaiih.s 
across major CDS counicrpanjes by maintaining substantial financial resotiv ces 
to manage iht: default of its two largest clearing members. Third, ICE Clear 
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(Iredit reduces credit, liquidity, and operational risk by facilitating the timely 
settlement of trade-related payment obligations. ICE Clear Credit is one ol the 
htrgest clearers of CDS transactions worldwide. 

The primary trigger of a default by ICE Clear Credit would be a default by one 
or tool c clearing members with extraordinary losses in excess t>r ICE Cileai 
Ciedit’s default resources. Wliile such a default could conceivably resiiit from 
circumstances local to those members, a default scenario would more likelv he 
assoc iated with a disruption to the markets more generally, including scc'narios 
such as ex! reme \x>Iaulity, extreme changes to normal price correlations, and 
at ulc; redviciions in liquidity. ICE Clear Credit may be more exposed to such 
circ umsiances ihan other central counterparties, because it has significani 
exposure to credit default ssraps, which have jump-to-dehiult risk. 

An alternative trigger of a default by ICE Clear Credit would be a failure 
<.>f its settlenu^n^ bank or one of ICE Clear Credit's overnight reverse t epo 
couiiierpai ties, because a substantial portion of ICE Clear Credits fijiancial 
resources are on de|.K)sit with such cruities. Thu.s, if those finaucial resources were 
to suddenly become unaraiiable, ICE Clear Credit’s operations would be adversely 
af fected to a considerable extent. In addition, an ICE Clear Credit default could 
result fiom a failure to maintain a generally sound fijiancial comiition, such as 
a failure to inaiiitain sufficient capital or other financial resomees against its 
general business risk or against the risk of one or more clearing member defaults. 

An ICE Cilear Oedit failure, or a disruption in the functioning of its clearing 
services, would effectively mean the immediate loss of the dominant clearing 
platform for the credit default products it clears. This disruption would likely 
expose ICE Clear Credit’s clearing members and other market parlicipanis 
to credit and liquidity risks. The significant margin deposits held Ity ICE 
('lear C'redil could lead to a period wherein affected entities may i^e unable to 
access, or in a worst case scenario would lose, the collateral they posted with 
(lie clearinghouse. Furthermore, if ICE C'lear Cr<*dit does not ha\'<^ sufficient 
fiiiiuicial resoun c,s to satisfy its obligations to surviving market participants, 
the ability of those participants to meet other financial obligations could be 
adversely impacted. An ICF. Clear ( Iredit failure or di.sritption of its services could 
directly pose credit and lit]uidiiy risk to other financial market infrasinK turcs, 
which include depositories, orber dearingliouses, custodians, DCMs, trade 
repositories, and swap execution lacilitie.s. Since many of ICE Clear Credit’s 
deal ing members are G-SIFIs. a disruption or failure could indirectly pose credit 
and liquidity issues to evci*)' major market in the Uniuxl Stales, every significani 
market partici[)ani in the I ’nrted States, and all significant linanciai market 
infrastructures in the United States. 

In the event of an ICE Clear Credit failure, it is unlikely in the short term that 
a substitute could take over ICE Clear Credit’s clearing opera! ions. Moreover, 
market participants would have to post substantially more collateral to enter 
into transactions in a bilateral .space and obtain the same level of protection 
or exposure than thev- would through ICE Clear Credit. For example, in 
the bilateral market, if A wishes to neutralize, e.g,, a long exposure to B, 
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would iyj)i< ally entff into a transaction with a short exposure to another 
( ountcrpan y, e.g., C. This would offset A’s market risk, but would leave A with 
c redii risk to ciu h ol' li and C that A would need to collateralize. Fiiriherinore. 
ihe margin required to collateralize the exposure of a portfolio is generally 
smaller than collateralizing its individual components because the prices of 
the ponlolin’s components are often correlated. Central coumerpariv netting 
is moj e powerf ul, as each member’s obligations to every other member can 
be ireauui as one |>ortfb!io that is netted and offset.^ There coukl also be an 
increase in the number and exposure of uncoliaieralized transactions (creating 
greater exjjosiires front further failures) and a decrease in the total number of 
transactions. This would likely haw a deleterious impact on the financial activity 
that relates to those transactions. 

in addition, any disruption in the clearing of these products would likely impede 
the price discovery benefit of central counterpart}' clearing, which would result in 
a decrease or loss of liquidity for these products and lead to market opacity. Large 
aggregate exposures to counterparties under CDS contracts coukl be hidden 
in opaque markets until the bankruptcy of a mqor CDS market pat llcipani is 
imjiiinent. ilic ciicntiistanccs of .such an event, which figured prouiituaitly in 
the i rrenl IJ.S, linaiicial crisis, could haw additional consequences on the ability 
ofU-S. financial institutions to obtain credit. Bank lending could freeze until 
such lime as market participants’ CDS exposure can be adequately priced and 
it becorrifs dear market participants are able to honor contract obligations in a 
stressed financial eiivironmeiif. 

Furthermore, not only would price discover}- and liquidity be impacted by such an 
event, but there also wotild likely he a negative Impact on any economic activity 
that presupposes the protection of hedging activity. Assume, for example, that a 
large U.S. based finaitcial institution (FiJ) hedged its exposure to the corporation 
A ctji'porate Ironds it j)uichased by buying CDS protection from another financial 
institution, and the trade was then cleared at KT' Clear Credit. Ifany of ICK 
Clear Credit’s members default and KiE Clear firetlit does not have, and canttot 
obtain, sufficient financial resources to matntaiti ojteraiions, this CDS protection 
woitld no longer be active. If corporation A were then to suddenly default, FI I 
could have a large loss on the corporation A bontls; a loss that, but for ICE Clear 
Credit's failure, should have been hedged by the (iDS. .\s positlon.s move to the 
bilateral market and are de-netied, seiilod, and replaced, operational risks and 
costs would likely increase, thereby decreasing the number of reliable and readily 
available hedging opportunities. As a result, financial institutions and other 
market participants m.ay reduce their tnYc.stmeiu activities, which could further 
slress the U.S. financial markets. 

In addition, an ICE Clear Credit failure or disruption would pose a substantial 
adverse impact to the CDS market for the products cleared by ICE Cleat Credit. 
Market panicipanls would likely experience substantial uncertainly around, 
and possibly outright loss of their CDS positions at ICE Clear Credit. Market 
partifipanis wou!<I no longer be able use CDS to manage credit ri.sk without 
increasing bilateral coumerpariv credit risk. This, in turn, is likely to cause 
a loss of confidence in the CDS market in general. For holders of the debt of 
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reference eniilies lo CDS, those pariicipanls may be forced to sell large amoiniis 
of securities at potcnlially fire-saJe prices if their CDS protection ceases lo exist. 
Market participants that transact with any reference entity and use CDS to hedge 
< ted it risk may be forced lo reduce or cease financial and other transactions uith 
those entities. Banks or other iisei's of index CDS as broad-based, macroeconomic 
hedges to credit risk may need to quickly sell securities or reduce lending activity 
it! order lo comply with capital requirements in the absence of CiDS hedging 
iKuc'hts. Market pariicipanls that use sovereign CDS to hedge tlirecl exposun s 
to those countries, indirect exposures to entities domiciled in those countries or 
ovei all country risk may be forced to quickly sell securities and rednee or cease 
finaiK ial and other transactions with those entities. vMl of these efferis represent 
the suhsianiial risk of contagion from a disruption in the CDS market. 

Finally, the contagion effect of an ICE Clear Credit default, il it were to lack 
sufficient resources to make timely payments for inark-to-markct c'hligations, 
cnult! severely tlisrupl operations at other clearinghouses because of a crisis 
of roniidence that interrupts the orderly functioning of the market aiul/or 
because of the impart that the loss of funds would hare on an entity s ability 
(or willingness) to pay (1) losses owed to other DCOs, (2) increased collateral 
requirements for offsetting out-of-lhe money positions, {$) deposits in pension 
fund cash accounts, or (4) bank financing charges. Essentially, liie faihire of ICE 
(dear Credit would create enormous uncertainty about the siatu.s of initiated 
transactions, as well as the finiuicial positions of its clearing nieitibers and ibeir 
customers, and could jeopardize tlte orderly functioning of clearing members, 
other DCOs, and the U..S. financial markets as a whole. 

Based on its review of the information set forth here, the Council recognizes 
that ICE Clear Credit trurrently clears a specific range of the total credit 
derivatives market."'’ ICE Clear Credit also has a membership of 27 clearing 
members, including M financial or banking groups. Acconlingly, when viewed 
narrowly the effects of a failure or disruption of ICE Clear (.'redil could be 
considered to affect a finite ntiniber of the world’s largest financial insl itulions, 
each of which has, theoretically, immediate access to the bilateral rnarket.s for 
CDS products and various other sources of credit and liquidity in the event of 
.such a failure or disruption. 

However, the immediate loss of a clearing platform for most of the products 
cleared by IC.E Clear Credit would effectively lead to at least: a Krmporury 
disruption of the CDS inarkci for these products as the market infra.siructure 
through which positions arc established, maintainetl, and dosed out would be 
gone, This, together with the increased risks and costs in the bilateral markets, 
would create great uncertainty aboiu the capacity of already strained market s to 
accommodate any anticipated corresponding liquidity needs, which would likely 
lead Uj increased credit and liquidity problems for market partit ipants. As t hese 
risks and costs increase, institutions may reduce their investment activities due to 
a lack of reliable and readily available hedging opportunities, which could An ther 
stress the U.S. financial markets. 
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Morcovf!, uiider rules recently promulgated by the CFTC^’ and equivalent rules 
being considered \yy (he SEC pursuant to the Act, ICE Clear Credit will likely be 
ie<juire{! lo i-xpand its membership base to include stnaller financial institutions 
and pennit the direct involvement o! bn>~sidc firms for the first time. These 
new regidalory standards will also result in numerous financial institutions 
being recjuii ed to clear trades with other financial institutions when clearing is 
<dT<n ed by one or more FMCs and thereby increase their practical reliance on 
ICK Clear Credit in a manner consistent with the policy direction established by 
the Act. Thus, and especially upon these new standards taking effect, a failure 
or disruption of ICE Clear Credit would necessarily involve a broader segment 
of tiu’ financial eommiuiity and have a wider impact on the financhil system of 
the United -States than wotdd have been true in the recent past. These more 
widespread effects reinforce the Coimcirs conclusion that a failure or di.snipiion 
to the fuiiciioning of ICE Clear Credit could create or increase the risk of 
litjuidity and credit problems spreading among financial institutions or tnarkets 
and thereby ilueaten the stability of the financial system of the United Stales. 

Conclusion 

I he data re\ ierve<i b)' (he Council indicate that ICE Clear Credit processes high- 
d(dlar-\a]ue transactions on a daily basis for critical U.S. financial markets'' and 
bolds large amouttts of collateral on deposit. Coupled with the unic[ue nature 
of CDS and ihe attendant jump-to-dcfault risk that has to be managed, as well 
as tile size and nature of ICE C^lear Credit's clearing members, a significanf 
disruption lo or failure of ICE Clear Credit could create instability in the U.S. 
CDS and securities markets. Moreover, there are currently no substitute DCOs for 
many of ICE ('-iear Credit’s products. The loss of central counterparty clearing 
in the products ICE Clear Credit clears would increase collateral demands 
exponentially, resulting in a corresponding drain of liquidity. 

An ICE Cilear Oedit failure could also have an adverse im()acl on f^rice discover)', 
whic h could, in turn, lead to inefficient markets and a conelalcd increase in 
licjuiciit y problems. Finally, the contagion effect of an ICE (ilear Credit failure 
could impose material financial losses on KiE Clear Oedii’s clearing members 
and other market participants (such as customers) that could lea<l to iticreased 
Ikpiidity demands and credit problems across financial in.stiuuious. Where these 
financial institutions are active in mnhiple U.S. markets, (his contagion effect 
'ivould have a broader impact and, as the markets experience growing stre.ss. 
would likely lead to increased demand for credit, which would, in turn, likely 
lead to le.ss liquidity. Tims, the Council believes that a significant disruption or 
failure of ICE Clear Credit could hin t' a major adveisc ititpact on the stability of 
the U.S. liniuicial markets, the impact of which would be exacerbated by the lack 
of clearing aiternaiives currently available for many of the producLs cleared by 
ICE Clear Credit. .Accordingly, a failure or disruption of ICE Clear Credit would 
likely have a significant deirinienial effect on (he liquidity of the swaps markets 
and impose .significant financial losses on clearing members, which include large 
financial insliiut ion.s and other market participants, which w'«»uld. in uirn. likely 
ihrcaicti the stability of the broader U.S. financial system. 
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Fii! the reasons sel out here, the Council h;is determined that ICE (Ilear Credit 
should be designated as asysleinically important FMC pursuant to l itlc VIII of 
the Act. 

G. National Securities Clearing Corporation 

Description of National Securities Clearing Corporation 

NSCC is a I'M U as set out in Title VIII of the Act because it manages or operates a 
multilateral system for the purpose of clearing and settling securities transactions 
among hnancial institutions and betw'ccn financial institutions and NSC(h '- 

N'SCC plays a prominent role in providing clearance, settlement, and CCP 
SCI vices foi nearly all broEer-to-broker equity and corporate anri intinicipal 
debt trades executed on major U.S. exchanges and other equity trading venues. 
NSCC. is a wholly owned subsidiary ofDTCC and is generally administered as an 
indust ry-ouned utility on an at-cost basis. 

N’SCC provifles clearing, settlement, risk management, central coimierparty 
services and a guarantee of completion for virtually all broker-to-broker trades 
involving equity securities, corporate and municipal debt securities, American 
depository receipts (ADRs), ETFs, and tinit investment trusts (UlTs). Clearance 
attd seiitemeni generally occurs through NSCC’s Continuotis N'et Seuiernent 
(CNS) system, under which all eligible compared and recorded transactions for 
a particular settlement date are netted by i.ssue into one net long (btty) or net 
short (sell) position. NSCC guarantees the settlement of matched trades and, as 
a CCr. is the legal counterparty to all of its members’ net .settlement obligation.?. 
NvS(iC’s CCP services reduce its members’ costs and risks associated with securities 
transfers. In 2011, NSGC, on a grass basis, cleared 20.9 billion equity, corporate and 
municipal bond, ADR. ETF, ai:td UlT trades worth $220.7 trillion on a gios.s ba.sis. 

NSCC has 187 full service members and 647 limited service members. NSCC 
members consist of registered broker-tlealers, oi' banks or trust companies 
(including a trust company Inn ing limited powers) that are members of the 
Federal Reserve S>-stem or are supervised and examined by state or federal 
authorities having supervision over hanks or registered clearing agencies. NSCC 
direct members include some of the largest hanks in the world by asset size and 
include affiliates of 24 of the 20 finam ial instittuion.s considered to be globally 
sy.svcnii(:ally important.^* Trades that NSCC clears and .settles for its members are 
executed on more than .'>0 trading venues for whicli it provides services (including 
all IhS. securities exchanges and alternative trading systems) and with other 
domestic and foreign clearing agencies. 

A distinguishing characteristic of NSCC is the wide range of risks it faces and 
its ability to manage those risks. As a CCP, NSCC faces credit risk, liquidity risk, 
castody and investment risks, and operational risk. NSCC uses a combination 
of risk management tools to mitigate some of these risks to ensure it can meet 
its obligations. These tools include (1) memberahip standaixls with regard to 
fin.nu'ial resources and operational capacity, (2) collection of roilaieral deposits 
u.) meet clearing fund requirements and market-to-market payments in the form 
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ot margin, and {'i) dose oui and loss allocation procedures designed to facilitase 
an okIci ly iicjuidaiion in the ex’eni of a member default. 

Another iinpoi iant feature of NSCC is that it uses multilateral netting through 
whi< h .\\S(X.'. is able to reduce significantly the v^hie of securities and paynu-iUs 
tliat must be ext hattgcd each day. A tlisruption to NSCC could iherefore have a 
inulsiplicr effect on the litjuklity needs of members. 

Analysis of Systemic Importance 

A) Aggregate monetary value of transactions processed through NSCC 

In 201 !. NSCC cleared $220.7 trillion worth of trades on a gross basis, which 
re|tr(“s»:'mcd nearly all broker-lo-broker equity and debt trades executed on the 
major IJ.S. exchanges ami most other equity trading venues. 

On an average trading day in 2011, NSCC cleared 83 million seettrities trades. 

The peak daily gross number of trades in 201 1 was 199 million trades on Augusl 
8, 2011. with peak ncitetl obligations equal to 204,000 trades. The historic peak 
<iay for trades occurred on October 10, 2008, when NSCC cleared 209.4 million 
ii ansac uons. hi 2011. the average daily gross value of transactions settled by 
NSCC was S883 billion, with average aggregate netted obligations of S23,8 billion, 
■flic peak daily gross value of trades in 2011 was equal to $1.9 trillion on August S. 
201], with the peak daily netted obligation equal to $78 billion. 

[ he avei age dail)' value f>l mark-to-market contributions to and distributions 
from NSCC's clearing fund for 201 1 was $408.5 million. The peak daily value of 
cotui ihuiions to and disii ibutions from NSCC’s clearing fund was $4.4 billion on 
.August 9, 2011, 

B) Aggregate exposure of NSCC to its counterparties 

In 2011, the average daily size of the NSCC clearing fund requirement was $3.9 
billion and the peak size of the NSCC clearing fund requirement was $10.2 billion 
(on Augusl. 9, 201 1). The average daily VaR estimate at a 99 percent confidence 
level for NSCC in 201 1 was $2.9 billion, and the peak VaR for NSCC was $6.3 
billion on Augitst 12, 201 1. Using the scenario of a default of NSCC’s largest 
participant family. N.$CC’s peak daily liquidity exposure to a single counterparty 
in 2011 was SI3 billion. In 2011 the average daily value of all collateral posted 
to NSCC, including excess deposits, was S.5.1 billion, and the peak value of 
all collateral po.sted to N.SCC wasSil.9 billion (on August 9, 2011). All of the 
collateral in the clearing fund was held by NSCC in cash and U.S. government 
and agency securities. 

NSCC seeks to riiainiain sufficient lk|ui<Hty to enable it to settle iransactioris 
in the default; of the member-family to which NvSCC has the largest aggregate 
settlernerii exposure over the three days between the time when its guarantee 
is issued, generally one day following the trade date (T+I). and final settlement 
{T-)-3). NSCC's liquidity resources are limited to a line of credit, its letaincd 
eai nings, and the value of assets held as collateral, including certain securitie.s of 
the defaulting member delivered in anticipation of settlement. NSCC's liquidity 
facility is a $6,2 billion committed line of credit through a syndicated loan facility. 
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I he amount of funds available to NSCC under the committed credit fac iliiy 
is liinitod not only by the overall size of the facility, but also by the atnount ol 
assets available to NSCC to pledge as collateral to lenders supporting the iacilitv. 
NSC(i is also required to contribute up to 2f> percent of its retained earnings 
in the event tlte clearing fund and other collateral is not sulficioiil to cover a 
loss. NSCC's retained earnings were $151 million as of December 31, 2011. For 
2011, the average daily amount of NSCC’s liquidity resources held in ca.sh and 
U.,S. Treasury and agency securities was $4.7 billion. The peak amount of such 
liquidity re.sources was $7.9 billion. 

C) Relationships, interdependencies, or other interactions of NSCC with other FMUs 
or payment, clearing, or settlement activities 

.\'SC(Ts CNS .system relies on an interface w-ilh its affiliate D TC for the book- 
{■!i!iy niovemeni of beneficial envnership of securities through securities aceounfs 
esiahli.shcd at DTC to settle obligations. CNS short positions (i.e., obligations 
to deliver) are compared agaiasl members’ DTC accounts to determine issue 
availability. If securitjes are available, they are transfeiTed from t he NSCC 
member's account at DTC to NSCC’s account at DTC. The aliocatioii of CNS long 
positions (i.e., obligations to receive) to receiving NSCC members is processed 
in an order determined b%' an algorithm built into the system. Securities are 
automatically allocated to NSCC members' long positions as the securities are 
receis'ed by NSCIC. 

Throughout the day, the debits and credits in a DTC participant’s settlement 
account are netted to calculate, at any time, the net debit balance or net credit 
balance for the account, .^tend-of-day settlenient, DTC and NSCC net the 
seuiement Iwlatxes of each DTC participant that is also a member of NSCC. After 
end-of-day netting w-ith NSCC (also known as cros.s-eiidorsement), DTC reports 
final figures for each DT'C particij>aiii. Because eacli DTC participant must settle 
through a “Settling Bank,” there is a “roll-up" for each Settling Bank which is a 
net-net balance payable from or to such vSeitling Bank. Payments are made to and 
from DTC's account at FRBN\’ through the Federal Reserv'c National Settlement 
Seia ice Systetn. I’aytnenis are matie to and fi-om NSCC on i;he National 
Settlement .System through the FRBNY sub-account of DTC. DTC and NSCC are 
also parties to a netting contract and limited cross-guaranty agi cernem. 

CDS Clearing and Depository Services Inc. (CDS, Inc.), the Canadian central 
securities depository and central cnimierpariy, is a full service member of NSCC, 
as well as a participant of DTC. This relationship enables CDS, inc. participants 
to dear and settle OTC trades with U.S. broker-dealers through sponsored 
accounts maintained by CDS, Inc. with DTC. and NSCC and entitles tiiem to 
t he privileges of direct membership in both organizations. However, CDS, I nc. 
participants arc not members of DTCl aticl .NSCC.) and therefore must look only to 
CDS, Inc. for satisfaction of clearance and seuiement obligations. 7'hus, if a CDS. 
Inc. participant defaults on its obligation to DTC or NSCC, CDS, Inc. is required 
to meet that obligation. CD.S, Inc. mitigates its exposure to potential losses by 
requiring participants to commit collateral to CDS, Inc. in amounts equivalent ro 
iho.se required as collateral by NSCC and DTC. 
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NStX; tfifives iransactions on exercises and assignments of oplions from OCX’, 
that are cieare<i and settled through NSCC. NSC7C and OCXi rely on one another 
ibi coverage oi certain risks through a Third Amended and Restated (Options 
Exercise Setilemenl Agreement between them (the Accord). The arrangeniem is 
designed io facilitate the settlement of the underlying securities upon the exercise 
or assignment of stich options by mitigating duplicain-e margin requirements. 

The Accord ):)ro\ ides lor a two-way guaranty between OCC and NSCf> of i he 
mark-io-niarkci amounts for options transactions for which NSCC has guaranteed 
completion in the event of a mutual participant’s failure. Tlie failure of OCC 
to meet ii.s obligations under that i^reement, and vice versa, could impair the 
ability of the parties to ensure access to adequate margin with re,sj>ecl to a iailing 
participant that is u common member of both NSCC and OCC. AddiiiouaHy, 
there is an agreement with OCC providing for the settlement of exercises and 
assignments of options on .securities cleared and settled through N'Sf^C in the 
event o( a tmilual participant’s failure. 

In atidifio]!, N’SfXEs parent company, DTCC. provides signiheant services to 
.NSCC j>iirsuanl to a service agreement, including internal audit, corporate 
communications, corporate and regulatory compliance, executive services, 
finance, atlministt aiion services, and legal services. 

D) Effect that the failure of or disruption to NSCC would have on critical markets, 
financial institutions, or the broader financial system 

The primary effect of a failure of or a disruption to the functioning of NSCC 
would be a disruption to the scttiemenl of the S3.5 trillion in notional value of 
Lransarlions typically pending to be cleared and .settled through .N.S(X’ on an 
average day. Additionally. iiiitiattTig new trades would he difficult at best tine to 
the lack of any clearing agencies offering .similar services. Cuveit the enormous 
elTic.iencies of muliilaleral tietting piwidrd by NSCC. bilateral seitfcnieiit of 
transactions at current normal volumes would not he practical. 

A failure of or a disruption to the functioning of NSCC would haw strveral other 
likely effects, Members of NSCC could experietKc liiiancia! losses or liquidity 
shortages due to NSCC’s inability to honor its ccninil counterparty obligations 
and due to members’ inability to access clearing hind contributions. There 
w'oiild also be financial and operational stresses pla<-ed on other FMCs such as 
DTC and OCC, which have closely related operations. Additionally, if bilateral 
gross seulemenl of NSCC-cleared trades were attempted, DTC’s capacity could 
be overwhelmed as it expenence.s enormou.s increases in valttes and volumes 
of trans<K;tion.s. 

In addition, a failure or a disriipiion to the functioning of NSCC would likely 
result in sigtiifu ant .spillover effects on the rest of the U.S. economy, reducing the 
amount of credit available generally, drawing assets away from other |)rodu€ti\'e 
uses, reducing the value of household savings, and affecting the finani iiig 
activities of corporations and municipalities. 
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Conclusion 

.\'S{;C j>lavs an iinpojtanl role in financial niarVcls due to the higli gross 
not ional value of the trades NSCC clears and the efficiencies it provides lluotngh 
nuiitilaieral netting of trades and payments among its membeis. !n partic ular, 
because NSC(i clears and settles virtually all broker-to-broker equity and 
corporate and municipal debt securities transactions in the ITniietl Slates and 
supports more than 50 trading venues for which it provides services (indttding all 
U.S. securities exchanges and alternative trading ss^tems), a failure or disnipiiots 
to the functioning of NSCC could; 

• Directly and negatively affect an enoriticnis dollar value and vohitnc of' 
financial transactions in equity anti debt markets; 

• Impose material direct losses on NSf^C counterparties and create 
new demands for Ikjuidity and new credit problems among financial 
institutions and others that rely on such markets for credit or iiquidity; 

• Cause liquidity or credit problems resulting from its failure or disruption 
to spread quickly and broadly among financial instiutlioiis and other 
markets; a»id 

• Uttve cumulative negative effects on U.S. domestic eeprify and debt 
markets, firrimcia! institutions, and ihf; broader financ ial system lhaf 
are substantial in their own right and so .severe as to cretitc a i i.sk that 
liquidity and credit problems experienced could spread among linanrial 
iirstitutions artd other markets and, therelbre, threaten the stability of the 
financial s^fem. 

.•\ccordingly, it is the as.sessment of the Council that a failure of or a disruption to 
NSCC could increase the risk of significant liquidity problems spreading among 
fiiuinciai institutions or markets and thereby tlircatcnt the stability of the financial 
system of the United Suites. For the reasons .set out here, the Council dciermined 
that NSCC should be designated as a system icttily important FMU pursiianf to 
Title Vllloflhe Act. 

H. The Options Clearing Corporation 

Description of The Options Clearing Corporation 

The Options Clearing Corporation (OCC) is an FMU as defined in Title Vlll 
of the Act because it manages or operates a multilateral system for the purpose 
of clearing and settling securities transactions among financial inslitiuions and 
betvwen financial institutions anil OtXb’’' 

OCC is the predominant clearing organization for U.S. opt ions markets. 0<'C 
provides its clearing members with clearing and .seillemeni .services that eliminate 
the need for individual coutnerparties to bilaterally exchange option premiums 
and collect and maintain margin on a daily basis. These services increase 
the speed anil efficiency of trading and selilcmcm while reducing members' 
operational expenses. Additionally, OCC acts as a central counterparty for certain 
options and other derivatives therefore reducing credit risk for its members. 
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()ti("s (leariiig membei's serve instilutional investors, professional traders. an<l 
rciitil customers. OCC currenth’ has approxiniatelY 120 clearing members, which 
coiiipi isr some of the largest domestic and foreign financial institiuions inrhtdiiig 
banks, broker-dealers, futures commission merchants, investment advisers, and 
invesuiiem funds. OCC’s members include some of the largest banks in the world 
by asset si/e and irichtde affiliates of 17 of the 29 financial insutntions considei ed 
to be gJobally syslemically important.^-' 

The primary services that OCC provides relate to the clearing and settlement 
of options and fuuires. The types of options cleared include those on equities, 
indices, currency, and commodities though equity options accounted for 
approximately 93 peiceni of total clearing volume. OCC is the sole issuer and 
sell ling agent for all .stock options, equity index options, and single-stock futures 
lisiet! on U.S. exchanges. 

When OC.Ci accepts a tratle for clearing, it becomes a central cotinlcrparly for tiic 
iransat lion and therefore is sulyeci to credit risk resulting from the transactions 
it dears. OCC mitigates the risk from these transactions by collecting margin 
collateral ft oiri its members and by maintaining a clearing fund. 1 lowever, it is 
still exposed to market risk should it be necessary to liquidate collateral as well as 
modei risk that exists relating to the methodology used to calculate margin calls. 

Analysis of Systemic Importance 

(A) Aggregate monetary value of transactions processed through OCC 
OCC also cleared stork lending transactions covering a total of 7.3 billion shares 
in 2011. The dollar value and volume of options transaction.s handled by OCC 
includes substantially all of the equity options traded on U.S. option.s exchanges, 

In 20n, OCC cleared an average daily gross volume of 18.1 million option 
contracts, 152,000 future.s toniracls and 29 million stock loan .shares. I'he peak 
daily gross volume for OCC in 2011 was approximately 41.5 million option 
corn t acts, 383, OOO f utures contracts and 89.S million stock loan shares. OCC’.s 
average month-end open interest for 201 1 was 305 million option contracts and 
9(50,000 futures contracts. Daily open interest peaked at approximately 38(5 
million option contracts on .Augu.st 19. 20] I anrl ! .2 million futures contracts on 
December Ifi, 2011. 

In 2011, the average daily gro-ss value of premium exchanged by OCC was $.5.9.5 
billion for option contracts and $1.2 billion for stock loan transactions. The peak 
daily gross value of premium exchanged during 20J I was $20.3 billion for options 
contracts and $3.1 billion for .stock loan transactions, respectively. The average 
notional value of oj>t*n interest tor contracts cleared by OCC in 201 1 was $3.3 
trillion, based on month-end data. 

OCC processed an average of $1.2 billion in daily changes in initial and variation 
margin payments in 2011, and the peak daily initial and variation margin 
paymems processed by OCC was S22.1 billion on August 8, 2011. 
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(B) Aggregate exposure of OCC to its counterparties 

As of December 3i, 2011, OCC held $76.3 billion in margin deposits on l^ehall 
of its clearing members, $57.3 billion of which consisted of ca.sh and oiher 
ifiideriying securities accepted as margin by OCC and appmxiimin;!) Si9 billion 
of which consisted of equity and index option escrow deposits accepted in lieu 
of margin. As ol December 31, 2011, OCC also maintained a clearing fund for 
options and futures clearing actisity totaling $2.9 billion. All of the collateral in 
the clearing fund was held in the form of cash and U.S. Treasury securities. 

In 2011, the av'erage aggregate daily value of collateral (after liaircui) posted to 
OCC was SH9.S billion. OCC’s VaR estimate at a 99 percent conlidciice Itwel was 
on a\ erage S15 billion in 2011, and the average collateral required to l)c deposited 
with 0(;C to cover that exposure was $33.6 billion. The daily average size o! the 
OCC clearing fund in 2011 was $2.8 billion, and the remaining $53.4 billion in 
collateral deposits consisted of mark-to-market charges to cover changc,s in fite 
value of option positions and stock and index option contracts held in escrow 
in lien of margin. The aserage collateral coverage ratio for OCC during 2011 
was 1.35 percent based on the ratio of valued collateral (not incinding option 
collateral held in escrow) over estimated margin requitements, using nionih- 
end data <«er a I2-nionth period. The aggregate dollar value of coilaieral (after 
haircut) posted to OCC peaked at $123.7 billion on August 9, 2011. In 2011, the 
peak VaR was S35.7 billion, the peak collateral requirement was $63.5 billion, and 
the peak clearing fund requirement was $3.4 billion. 

OCC's liquidity resottrees include the defaulting member's collateral, the a.ssets 
in the clearing fund, and a $2 billion secured line of credit.**' The amount of 
Aincis available to OCC under the committed secured credit facility is constrained 
not only by the overall size of the facility, but also by the amount of assets that 
OCC can pledge as collateral to lenders supporting tlie Tvicility, which i.s limited 
to the securities in OCC’s clearing fund. OCC’s bylaws give it the authority to 
usf! a defaulting clearing memberr's margin and clearing fund deposits to obtain 
temporary liquidity for purpose.s of meeting obligations arising out of (1) the 
default or susptmsion of a clearing member or an\' action taken by OC(.l in 
connection therewith or (2) the failure of any hank or any clearing organizatioti 
to perform any obligation owed to OCC. In addition, OCC may use such assets 
to borrow or otherwise obtain funds through any ntcans determined to be 
reasonable by its Chairman, Managentent Vice Chairman, or President of the 
CorporaiH)n in his or her discretion (including, without limitation, pledging such 
assets as security for loans and/or using such assets to eflect repurchase, securities 
lending, or other transactions). OCC rules pitwide, among other things, that 
upon the suspension of a clearing member, OCC .shall promptly liquidate, in the 
most orderly manner practicable, all of the clearing member’s margin. 

For 201 1, the average amount of OCC’s liquidity resources held in cash and 
U.S. Treasury and agency notes was $12 billion, and the peak amount of liquid 
resources was $25.8 billion. Tlie peak liquidity exposure OCC experienced 
with a single counterparty occurred on September 19, 2011, when the exposure 
totaled S3 billion. OCC did not provide infonnation regarding the average peak 
exposure to individual members daring the course of 2011. 
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(C) Relationships, interdependencies, or other interactions of OCC with other FMUs 
or payment, clearing, or settlement activities 

OrX'.'s opei aiioiis and the current market structure for listed options tra<lint^ 
and clearing involve significant interdependence between OCC, other K.MUs, 
senlemeri! banks, clearing members, credit facility lendei's, custodians, 
exchanges, cross-margining entities, and pricing s’endors. 

OCC mainuiins two active cross-margin relationships with the C^IF. and IGF. 
Clear U.S. OCC clearing members use these cross-margin relationships to realize 
the benefits of net set I lenient across the securities and futures markets, as iv<il 
as billions ol dollars of savings on clearinghouse margin requirements. OCC's 
average margin amount in 2011 subject to these cross-margining arrangemenis 
was approximately S2.3 billion. 

OCC is parly to a mnlrilaieral cro.ss-guaraniy agreement with DTC, FlCC, and 
N'.SfXC which provides for the sharing of residual close-out proceeiLs from 
a dcfaiiking member between these clearing agencies in the event that one 
deal inghouse is in an e.xcess position and another is in a shortfall position. 

(n addition, OCC. maintains an agreement with NSCC that governs the los.s or 
pi olli sharing resulting from the settlement of exercised or assigned options of 
a common defaiiliing member. That arrangement is designed to facilitate the 
settlement of the umlerlying securities upon the e.xercise or assignment of such 
options by mitigating duplicative margin requirements. 

DTC, itt its i'ole as a seenrities depository, provides services to OCC clearing 
members, inchicling the ability to pledge collateral held in DTC accounts to 
OCC for collateral j>i.ivposes. The most prevalent form of collateral — vahied 
securities — is pledged to (KiC in this manner. DTC also provides the operational 
support for securities lending transactions to be e.sccuted in both the bilateral 
.stock loan program and the .AQS Market Loan platform. 

(D) Effect that the failure of or disruption to OCC would have on critical markets, 
financial institutions, or the broader financial system 

Should there be a failure of or disruption to ilie functioning of OCC, the 
immediate effects could Iw manifested in two priinai y forms. The first is direct 
financiai stress placed on clearing members who woidd be at least temporarily 
unable to access margin collateral and clearing f und deposits. .Additionally, there 
could be a complete or partial disruption of the §3.3 trillion in average notional 
value of open interest for which OCC is issuer an<i guarantor as well a.s a siulden 
decrease in option.s trading actii ity in the markets for which OCX^ is the sole 
clearing agent due to increased risk and decreased efficiency in OCXFs absence. 
v\s of December 31, 2011, OCC held 537.3 billion in margin deposits on behalf 
orit,s clearing members, S2.9 billion in clearing fund deposits, and S19 billion 
in etiuity and index option escrow d<?posits accepted in licit of margin. A failure 
of or di.srupiion to the functioning of OCC could temporarily limit participants' 
access to these deposits in the short term and po.ssibly result in losses of the .§19 
billion of escrow depo.sits. 
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i II addition, in the event OCC is no longer available as an issuer and guaranUit , 
opUons cleared and settled through OCC may have to be replaced, lo the extent 
practicable, including tlirough entering into transactions in the underlying 
insiruincnts, with an average replacement value of approximaiely SS.3 irilHon. In 
the event such a disruption were to occur, settlement of many future transactions 
in options contracts currently cleared by OCC could be required to occur on a 
bilateral basis between the parties to the respective transactions in a daily average 
amount of §5.95 billion. Tlie same is true of stock loan transactions with an 
average daily gross value of $1.2 billion. 

In addition, a failure or disruption to the fimctioning of OCC wotild likely result 
in significatJl spillover effects on the rest of the U.S. economy, reducing the 
armnini of credit av’ailable generally, drawing assets away from other profincl ive 
uses, disrupting the markets for securities and indexes underlying options cleared 
by OCC, reducing the value of household savings, and reducing the ability of 
coi jjoi ations to use options to manage risks. 

Conclusion 

OCCi is the sole clearing agency providing clearance and settlement services for 
U S.-Ii.sted options. A failure or disruption of OCC could: 

• Directly and negatively affect significant dollar value and volume of 
financial triin.sactions in options and future.s markets; 

• Impose jnaierial direct losses on OCC counterparties anti create 
new demantls for litjuidity anti new crctlil problems among financial 
iitstiuuions aittl others that rely on options markets fttr risk management 
and other purpo.ses: 

• Cause liquidity or credit problems resulting from its failure or cli.sruption 
to .spread (giickly and broadly among financial ii).s{iiutions and other 
markets; and 

• Have cumulatit e negaiKe effects on U.S. domestic options and future,s 
markets, finam ia! instit»jtiou.s. and the broatler financial sysUtm that; 
are subsiattiial iit their own right and so stnvre as to create a i:isk that 
liquidity and credit problctiis experienced could spread attiong financial 
iustitutk>n.s and other markets. 

Accordingly, it is theasse.ssincnt ofthe Council that a failure of ora disruption to 
OCC. could incTease the risk of significant liquidity or credit problems spreading 
among financial institutions or markets and thereby ihrealen the .stability ofthe 
finimcial system of the I'nitcd State.s. For the reasons sc:tout here, (he Council 
has determined that OCC should be designated as a systcmically important FMU 
pursuant to Title VIIl ofthe Act. 
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(ilossarv 

/ 


Adjustable- Rate Mortgage 


Agency Mortgage-Backed 
Security 

Asset-Backed Commercial 
Paper (ABCP) 


Asset-Backed Security (ABS) 


Auction Rate Security (ARS) 

Bank for International 
Settlements (BIS) 


Bank Molding Comparty (BMC) 


Basel Committee on Banking 
Supervision (BCOS) 


Broad Dollar Index 


A mortgage that aliows for the periodic adjustment of the interest 
rate on fite ba^s of changes in a specified index or rate. 

A mortgage-backed security issued or guaranteed by federal 
agencies or government-sponsored enterprises, 

Short-term debt that has a fixed maturity of up to 270 days and 
is backed t^ some financial asset, such as trade receivables, 
consumer debt receivables, or auto and equipment loans 
or leases. 


A term debt instrument that is collateralized by specific rmancia! 
assets, such as credit card receivables or auto loans, and that 
makes payments based on the performance of these assets. 

A debt secwity, often issued by municipalities, in which the yield 
is reset regularty via a Dutch auction. 

An international financial organization that serves central banks 
in theu' pursuit of monetary and financial stability, helping foster 
international cooperation in those areas and acting as a bank 
tor central banks. 

Any company that has direct or indirect control of one or more 
banks and is regulated and supervised by the Federal Reserve in 
accordance with the Bank Holding Company Act of 1956. 

The Basel Committee on Banking Supervision (BCBS) develops 
and issues international standards on bank capital adequacy. 

In 1088, the BCBS introduced a capital measurement system 
commonly known as the Basel Capital Accord, or Basel I. In 
2004, the BCBS issued a revised capital adequacy framework 
titled Internalional Convergence of Capital Measurement and 
Capital Standards: A Revised Framework," which is commonly 
referred to as the New Accord, or Basel it. Following the financial 
crisis, the BCBS developed new global standards for the banking 
system that are collectively referred to as Basel ill. 

A weighted average of the foreign exchange values of the J.S. 
dollar against the currencies of a large group of major U.S. trading 
partners. The index weights, which change over time, are derived 
from U.S. export shares and from U.S. and foreign import shares. 
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Brokor-Doaier (BD) 


Centra! Counterparty 


Clearing Bank 


Clearing House {Derivatives 
Clearing Organization or 
Clearing Agency) 


Clearing House Interbank 
Payments System (CHIPS) 


CotlateraliZDcl Mortgage 
Obligation (CMOj 


Commercial Bank 


Commercial Mortgage Backed 
Security (CMBS) 


Commercial Paper (CP) 


An entity that is engaged in the business of buying and selling 
securities fw itself and oth^. 

An entity that is interposed between the inihal participants to 
a bilateral transaction and becomes the buyer to every seller 
and the setter to every buyer of a specified set of contracts or 
financiaJ instruments. 

A comm^cial bank that facilitates p^ment and settlement ol 
financial transactions, such as check clearing or matching trades 
between the sellers and buyers of securities and other financial 
instruments and contracts. 

An entity through which financial institutions agree to 
exchange payment instructions or other tinancial obligations 
(e.g., securities). The institutions settle for items exclianged 
at a designated time based on the rules and procedures of 
the clearing house. In some cases, the clearing house may 
assume significant counterparty, financial, or risk management 
responsibilities for the cie^ng system. 

An automated clearing s)^tem used primarily for international 
payments. This system is owned and operated by The Clearing 
House and engages Fedwire Funds Service for settlement. 

A type ol mortgage-backed security. CMOs are bonds that 
represent claims to specific cash flows from large pools of home 
mortgages. The streams of principal and interest payments on 
the mortgages are distributed to the different classes of CMO 
interests, known as tranches, according to a complicated deal 
structure. Each tranche may have different principal balances, 
coupon rales, prepayment risks, and maturity dates (ranging from 
a few months to 30 years). 

A chartered and regulated financial institution authorized to take 
deposits from the public, obtain deposit insurance from the FOIC, 
and engage in certain lending activities. 

A security that is collateralized by a pool of commercial 
mortgage loans and that makes payments that are based on the 
performance of those loans. 

Shwt-term (maturity typically up to 270 days), unsecured 
corporate debt. 
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Comniittce on the Globa! 
Firanciat System 


Commiltee on Payment and 
Settlement Syslcnis (CPSS) 

Core Deposits 

Credit Oefaut! Swap (COS} 

Credit Rating Agency 


Credit Union 

Dark Pool 

Debt Valuation Adjustineni iDVA) 

Defined Benefit Plan 

Defined Contribution Plan 


MonitcH's developments in global rtnancla! markets for central 
bank governors. The Committee on the Global Financial System 
has a mandate to identify and assess potential sources of stress 
in global financial markets, to further the understanding of the 
structural underpnnings of tinanciai markets, and to promote 
improvements to the functioning and stability of these markets. 
The Committee on the Globa! Financial System also oversees the 
collection of the BIS intm'nattona! banking and financial statistics.. 

A committee of central banks hasted by the BIS that sets 
standards for payment and securities settlement systems. 

Deposits that are stable, lower cost, and reprice more slowly than 
other deposits when interest rates change. Core deposits are 
typicaiiy funds of local customers who also have a borrowing or 
other relationship with the bank. 

A bilateral over-the-counter contract in which one party agrees 
to make a payment to the other party in the event of a specified 
credit event, in exchange for one or more fixed payments. 

A private company that evaluates the credit quality of debt 
issuers, as well as their issued securities, and provides ratings 
on the issuers and those securities. Many credit rating agencies 
are rtationaily recognized statistical rating organizations, the 
largest of which are Pitch Ratings, Moody's Investors Service, and 
Standard & Poor’s. 

A member-owned, not-for-profit cooperative financial institution 
formed to permit members to save, borrow, and obtain related 
financial services. All federally chartered credit unions and most 
state-chartered credit unions provide federally insured deposits 
and are regulated by the NCUA. 

A trading network that matches the orders of multiple buyers and 
sellers for a financial Instrument without displaying quotations to 
the public. 

A decrease in the mark-to-market value of a bank holding 
company's liability that is booked as a profit. 

A retirement plan that uses a predetermined formula to calculate 
the amount of a participant’s future benefit. 

A retirement plan in which the amount of the employer's annual 
contribution is specified. 
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Depository institution 


Discount Viiinrtow 


Farm Credit System 


Federal Financial Institutions 
Examination Council (FFIEC) 


Fedwire Funds Service 


Feclwiro Securities Service 


F!C0 Score 


Financial Market infrastructure 
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A financial institution that is legsdiy permitted to accept deposits 
from individuals. Depository institutions include savings banks, 
commercial banl«, savings and loan associations, and 
credit unions. 

The Federal Reserve facility for extending credit directly to 
eUgible institutions. 

A government-sponsored enterprise created by Congress and 
composed of a network of borrower-owned financial institutions 
that provide credit to farmers, ranchers, residents of rural 
communities, agriculturcd and rural utility cooperatives, and 
oth«' eligible borrowers. The Farm Credit System is the largest 
agricultural lender in the United States and is regulated by the 
Farm Oedit Administration. 

An interagency body that presaibes uniform principles, 
standards, and report forms fcr the federal examination of 
financial institutions by the Federal Reserve, theFOIC, the MCUA, 
the OCC, and the CFPB. The FFIEC makes recommendations to 
promote uniformity in the supervision of financial institutions. The 
Slate Liaison Committee (SLC) serves as a voting member. The 
SLC includes representatives from the Conference of State Bank 
Supervisws, the American Council of State Savings Supervisors, 
and the National Association of State Credit Union Sopervisors. 

A real-time gro^ settlement system owned and operated by the 
Federal Reserve Banks that offers participants the ability to send 
and receive time-critical payments for their own account or on 
behalf of their clients. 

A book-entry securities transfer system (derated by the Federal 
Reserve Banks that provides participants safekeeping, transfer, 
and delivery-versus-payment settlement services. 

A measure of a bo^owcr's creditworthiness based on the 
borrower’s credit data; developed by the Fair Isaac Corporation. 

A multilateral system among participating financial institutions, 
incluiting the operator of the system, used for the purposes of 
recording, clearing, or settling payments, securities, derivatives, 
or other financial transactions. Financial market irtfrastructures 
exist in many financial markets to support and facilitate the 
transferring, clearing, or settlement of financial transactions. 
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Finaiiciai Market Utility (FMU) 


Fiscaf Ccmsolidalton 


Fiscal Year 


Futures Commission Merctiants 
{FCMI 


Csnerai Obligation Bond 


Governmont-Sponsored 
Enterprise (GSE) 

Gross Dorrestic Product (GDP) 


The Group of Twenty Finance 
Ministers and Central Bank 
Governors (G-20) 

Household Debt Swvice Raiio 


interest Rate Risk Management 


International Association of 
insurance Supervisors (lAlS) 


Subject to certain excludes, the Dodd-Frank Act defines an FMU 
as “any person that manages or operates a multilateral system 
for the purpose of tratsferring, clearing, or settling payments, 
securities, or other financial transactions among financial 
inshtutions or between financi^ institutions and the person." 

Government policy aimed at reducing government deficits and the 
pace of debt accumulaUon. 

Any 12-monlh accounting period, The fiscal year for the federal 
government begins on October 1 and ends on September 30 of 
the fcrilowing year; it is named after the calendar year in which 
it ends. 

fndividusds, associations, partnerships, corporations, and trusts 
that soiidt or accept orders for the purchase or sale of any 
commodity for future delivery on or subject to the rules of any 
exchange and that accept payment from or extend credit to those 
whose ordere are accepted. 

A type of municipal bond backed by Bie full faith and credit of the 
governmental unit that issues the bond. 

A corporate entity that has a federal charter authorized by law but 
that is a privately owned financial institution. 

The broadest measure of aggregate economic activity, measuring 
the total value of all final goods and services produced within a 
country's borders during a specific period. 

An international forum established in 1999 to bring together 
officials of systemically important industrialized and developing 
economies to discuss key issues in the global economy. 

An estimate of the ratio of debt payments to disposable personal 
income. Debt payments consist of the estimated required 
payments on outstanding mortgage and consumer debt. 

Management of the exposure of an mdividual's or an institution's 
financial condition to movements in interest rates. 

International organization that represents insurance regulators 
and supervisors in 190 jurisdictions worldwide. The lAlS issues 
global insurance principles, standards and guidance papers to 
promote effective insurance supervision. 
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iniernationa! OrganizaSion of An int^nationai organization of securities martet regulatory 

Securities Commissions (iOSGO) agencies that sets standards for securities markets. 

international Swaps and A trade association of over-the-counter derivatives participants. 

Derivatives Association (ISDA) The ISDA Master Agreements standardized derivative terms to 
simplify netting and reduce iegal risks for market participants. 

Investment-Grade Bond A bond whose rating is among the highest in creditworthiness as 

measured by credit rating agencies. 

Large Bank Holding Company Any bank hdding company {BHC) that files the FR Y-9C. AN 

BHCs with total consr^dated assets of $500 million or more are 
required to file. Befwe March 2006, the Ihreshoid was $150 
million. BHCs meeting certain adititional criteria determined by 
the Federal Reserve may be required to file regardless of size. 

Leveraged Buyout An acquisition of a company in which the buyer uses borrowed 

funds for a significant portion of the purchase price. 

Lcan-tn-Vaiue Ratio (LTV) The ratio of the amount of a loan to the value of an asset, 

typically expressed as a percentage. This is a key metric when 
considering the financing of a mortgage. 

Marketable Debt Obligations that can be bought and sold on public 

secondary markets. 

Mark-to-Market The process by which the reported value of an asset is adjusted 

to reflect its market value. 

Maturity Transtoimation A condition in which a financial intermediary issues shorter-term 

liabilities to fund longer-term assets. 

Model Risk Risk related to using an incorrect model specincation. For 

example, misspecification can result from programming errors, 
technical errors, data issues, or calibration errors. 

Money Market Fund (MMFJ A type of mutual fund that is required by law to invest in low-risk 
securities and pays dividends that generally reflect short-term 
int^est rates. MMFs typically invest In government securities, 
certificates of deposit, commercial paper, or other highly liquid 
and low-risk securities. 

Mortgage-Backed Security (MBS) An asset-backed security backed by a pool of mortgages. 

Investoi^ in the security receive payments derived from the 
interest and principal payments on the underlying mortgages. 




259 


Mortgage Servicer 

Municipal Bond 

Mutual Fund 

Nationally Recognized Siatisiicai 
Rating Organization 

Over-tde- Counter (OFC) 

Payday Lenders 

Personal Consumption 
Expenditures (PCE) 

Persona! Savings Rate 

Prudential Regulation 

Public Company Accounting 
Oversight Boanj (PCAOB) 

Public Debt 

Q4/Q4 


A company that acts as an agent for mortgage holders by 
collecting and distributing mortgage cash flows. Servicers 
also handle defaults, modificahons, settlements, and 
foreclosure proceedngs. 

A bond issued by states, cities, counties, local governmental 
agencies, or certain instrumentalities of the state. 

A type of investment company that issues redeemable securities, 
which the fund generally stands ready to buy back from investors 
at their current net asset value. Also called an open-end 
investment company or open-end fund. 

A credit rating agency that is registered with the SEC as a 
nation^ly recognized statistical rating organization. 

A method of trading that does not involve an organized exchange. 
In over-the-counter markets, participants trade directly with each 
othw, typically through voice or computer communication. 

Lenders that make small, short-term loans to households, with 
the loan repayment due in full on the borrower's pay day. 

A measurement of the goods and serwces purchased 
by households. 

Personal savings as a percentage of disposable personal income. 

Regulation aimed at ensuring the safe and sound operation of 
financial institutions, set by both state and federal authorities. 

A nonprofit corporation established by Congress that oversees the 
audits of public companies to protect the interests of investors 
and further the public interest in the preparation of informative, 
accurate, and independent audit reports. PCAOB also oversees 
the audits of broker-dealers. 

Cumulative amounts borrowed by the Treasury Department or the 
Federal Financing Bank irom the public or from another fund or 
account. The public debt does not include agency debt (amounts 
borrowed by other agencies of the federal government). 

Fourlh quarter over fourth quarter. A way of computing the rate 
of growth of a statistic over a calendar year by comparing the 
statistic’s value in the fourth quarter of the year with its value in 
the fourth quarter of the previous year. 
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Ratings Uplift 

Receiver 

Repurchase Agreement fRspo! 

Reserves 

Residential Mortgage-Backed 
Security (RMBSj 

Revenue Bond 

Revolving Credit 

Risk-Oased Capital 

Securities Lending 

Securitization 

Self-Regulatory Organization 
(SRO) 

Short-Term Wholesale Funding 


The difference between the stand-alone credit rating assigned by 
a credit rating agency to an issuer, based on that issuer’s intrinsic 
financi^ sfrength, and the Ingha' credit rating that considers the 
possibdity of imptici! external (e.g., government) support. 

A custodian appointed to maximize the value of the assets of a 
failed institution or company and to settle tfie liabilities. 

A transaction in which one party sells a security to another party 
while agreeing to repurchase it from the counterparty at some 
date in the future at an agreed price. 

Funds that a depository institution holds against specified 
deposit liabiHties. 

A secu% that is ccrilateratized by a pool of noncommercial, 
resident!^ mortgage loans and makes payments that are based 
primarily on the performance of those loans. 

A type of municip^ bond backed by revenue h^om the project the 
bond finances. 

A lending arrangement whereby a lender commits to provide 
a certain amount of funding to a borrower on demand. The 
borrower may genially borrow and repay the committed funding 
at any time over the term of the agreement. 

An amount of capital, based on the risk-weighing of various asset 
categories, that a financial institution should hold to protect 
against adverse developments. 

The temporary transfer of securities from one party to another for 
a specified fee and term in exchange for collateral in the form of 
cash or securities. 

A financial transaction in which assets such as mortgage loans 
are pooled, and securities representing interests in the pool 
are issued. 

An organization that has the authority to regulate its members 
by establishing and enforcing rules and standards regarding Its 
members’ conduct. 

Large-value, short-term funding instouments, exceeding 
deposit insurance limits, that are typically issued to institutional 
investors. Examples include targe checkable and time deposits, 
financial open market paper, and repurchase agreements. 
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Siipervisory Capita! Assessment 
Program (SCAP) 


Supervisory Information 


Temporary Liquidity Guarantee 
Program {TlGPi 


Term Asset-Backed Securities 
Loan Facility (TALF) 


Thrift 


Time Deposits 


Tri-Party Repo 


Aste’esslest, conducted from February to May 2009, designed to 
esQmaie the capital needs of U.S. bank holding companies with 
assets exceecyng $100 tuition under an adverse macroeconomic 
scenario; it was administered by the Federal Reserve, OCC, 
and FDIC. 

Generally refers to reports of eKamination and inspection, 
operating and condition reports, and any information derived 
from, relating to, or contained in tiiem, and information gathered 
by agenaes responsible for supervising financial Institutions in 
connection with any investigation or enforcement action. 

A program imf^emented in October 2008 by the FDIC through a 
systemic risk determination to provide liquidity to the banking 
industry by r^tonng banks' access to funding markets and by 
stabilizing bank deposits. The program had two components: the 
Debt Guarantee Program and the Transaction Account Guarantee 
{TAG) Program. 

A Federal Reserve funding facility that issued loans with terms 
of up to five years to holders of eligible asset-backed securities 
(ABS), TALF was intended to assist the financial markets in 
accommodating the credit needs of consumers and businesses 
by facilitating the issuance of ABS collateralized by a variety of 
consumer and business loans. TALF was also intended to improve 
the market conditions for ABS more generally. The program 
began operating in 2009. 

A financial institution that ordinarily possesses the same 
depository, credit, financial intomediary, and account 
transactional functions as a bank but that is chiefly organized 
and primanfy operates to promote savings and home mortgage 
lending rather than commerciai lending. Also known as a savings 
bank, a savings association, or a savings and loan association. 

Deposits that the depositor, generally, does not have the right to 
withdraw funds before a designated maturity dale without paying 
an early withdrawal penalty. A certificate of deposit is a 
time deposit. 

A repurchase agreement in which a third-party agent, such as a 
clearing bank, acts as an intermediary to facilitate the exchange 
of cash and collateral between the two counterparties. In addition 
to providing operational services to participants, the tri-party 
agents in the U.S. tri-party repo market extend large amounts of 
intraday credit to facilitate the daily settlement of tri-party repos. 
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Troubled Asset Relief Program 
(TARP) 


Underwriting Standards 


Yield Curve 


A government (H'ogram to address ttie financial crisis, authorized 
by the Em^'gency Economic Stabiiizatjon Act of 2008, allowing 
the government to purchase or insure up to $700 billion In assets 
and equity from financial ir^titufions. 

Terms, conditions, and criteria used to determine the extension of 
credit in the form of a loan or bond. 

A curve mapping the relationship between bond yields and their 
respective maturities. 
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AbbreN’iadons 

ABCP Asset-Backed Commercial Paper 

ADS Asset-Backed Security 

ADR American Depoatory Receipt 

AFS Avaiteble-tor-Saie 

AIFP Automotive Industry Bnancing nogram 

AIG American International Group 

ANPR Advance Notice of Proposed Rulemaking 

ARS Auction Rale Security 

ASPL Aggregate Short Portion Limit 

AUM Assets Under Management 

DAC Bank of America 

DBA British Bankers’ Association 

BCBS Basel Committee on Banking Supervision 

BD Broker-dealer 

BEA Bureau of Economic Analysis 

BFl Business Fixed Investment 

BHC Bank HtHding Company 

BIS Bank for International Settlements 

BLS Bureau of Labor Statistics 

C Citigroup 

C&l Commercial and Industrial 

C60 Congressional Budget Office 


Abbreviation 
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CCAR CofTipretiensive Capital Analysis and Review 

CCP Cetitra! CountHparfy 

CD Certificate of Depo^ 

CDS Credit Defaiiit Swap 

CFPQ Consumer Financi^ PtotecUon Bureau 

CFTC Commodity Futures Trading Commission 

CHIPS Clearing House Interbank Payments System 

CiCI CFTC Interim Compliant Identifier 

CIS CLS Bank International 

CMBS Commercial Mortgage-Backed Security 

CME Chicago Mercantile Exchange 

CMC Collateralized Mortgage Obligation 

CNS Continuous Net Settlement 

CP Commercial Paper 

CPP Capital Purchase Program 

CPPI Commercial Property Price Index 

CPSS Comrnittee on Payment and Settlement Systems 

CRE Commercial Real Estate 

CSD Central Securities Depository 

CU Credit Union 

DCM Designated Contract Market 

OCO Derivatives Clearing Organization 

DOJ U.S. Department of Justice 

DTC Depository Trust Company 
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DTCC DepoMtory Trust and Dearing Corporation 

DVA Debt Valuation ArQustment 

EJ^S Equipment and Software 

E6A European Banking Authority 

ECD European Cen^i Bank 

EFSF European Financi^ Stability Facility 

EMEI-f Emerging Markets Bond index Pius 

EME Emerging Market Economies 

ESM European Stability Mechanism 

ETF Exchange Traded Fund 

Eli European Union 

FAQ Frequently Asked Questions 

FASB Financial Accounting Standards Board 

FCM Futures Commission Merchant 

FDiC Federal Deposit Insurance Corporation 

FFIEC Federal Financial Institutions Examination Council 

FFS Federal Funds Sold 

FHA Federal Housing Administration 

FHFA Federal Housing Finance Agency 

FICC Fixed income Clearing Corporation 

FICO Fair Isaac Corporation 

RNRA Financial industry Regulatory Authority 

FiO Federal Insurance Office 

FMU Financial Market Utility 
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FOS FunrtsOniy Settlement 

FR6 Federal Reserve Board 

FRBMY Federal Reserve Bank of New York 

FSA Financial Services Authority 

FSB Financial Stability Board 

FSOC Financial Stability Oversight Council 

FX Foreign Exchange 

FXPB Foreign Exchange Prime Brokers 

G-20 The Group of Twenty Finance Ministers and Central Bank Governors 

G-SIB Globally Systemically Important Bank 

GAO Government Accountability Office 

GBP British Pound Sterling 

GCF Genera! Colialerai Finance 

GDP Gross Domestic Product 

QM General Motors 

GNMA Ginnie Mae 

GS Goldman Sachs 

GSA Green Street Advisors 

GSD Government Securities Division 

GSE Government-Sponsored Enterprise 

G-SIPj Globally Systemically important Financial Institution 

HAMP Home Altordat^e Modification Program 

HARP Home Affordable Refinance Program 

HFT High-Frequency Trading 
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nm Heid-to-Maturity 

MUD U.S. Department of Housing and Urban Deveiopment 

lAiS International ftesociation of Insurattce Supervisors 

IAS6 internationaf Accounting Standards Board 

tCE InfercontinentalExchange 

IFRS Internationa Rnancial Reporting Standards 

IMF Internationa Monetary Fund 

IOSCO International Organization of Securibes Commissions 

IPO Initial Public Offering 

IRS Interest Rate Swap 

I5DA International Swaps and Derivatives Association 
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OCC The Options Clearing Corporation (only in Appendix A) 

OFR Office of Financial Research 
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PCA Prompt Coriecfive Action 

PCAOB Putrfic Company Accounting Ov^ght Board 

PCE Personal Consumption Expenditures 
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SRC Systemic Risk Committee 

SRO Seif- Regulatory OrganizaBon 

STiF Short Term Bank Common and Collective Investment Funds 

STRIPS Separate Trading ot Registered Interest and Prindpal Securities 

TAG Transaction Account Guarantee 

TALF Term Asset-Backed Securities Loan Facility 

TARP Troubled Asset Relief Program 

TILA Truth in Lending Act 

TIPS Treasury Inflation-Protected Securities 

TIW Trade Information Warehouse 

TLGP Temporary Liquidity Guarantee Program 

TR Trade Repositories 

UIT Unit Investment Trust 

USD U.S. Dollar 

USDA U.S. Department of Agriculture 

USDE U.S. Ddlar Equivalent 

VA Department of Veterans Affairs 

VaR Value at Risk 

VRDO Variable Rate Demand Obligations 

WAL Weighted Average Life 

WAM Weighted Average Maturity 

WFC Weils Fargo Company 

WFE World Federation of Exchanges 

YTD Year to Date 
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P-xcept as otherwise indicated, data cited in this report is as of July 6, 2012- 

Glossary of Certain Government Data Sources 

Bank Holding Company Performance Report (BllCPR): Report of financial informal ion produced for select 
lop-tier bank holding companies and published b}' the Federal Reserve. 

Fknv oi Fnnds; Data release < ompiled and published by the Federal Reserve. 

FR 2()()'1: Report of market activity for primary dealers in U.S. government securities piiblisited by the 
Federal Reserve. 

FR Y-')C: Consolidated financial statement for domestic bank holding companies published by the 
Fcderal Reserve. 

SI.OO.S: Survey of senior loan officers on bank lending practices published by the Federal Reserve Board. 
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Other 

Bloomberg data; © 2012 Bloomberg Finance L.P. .Ml right-s reserved. L'sed with permission. 

Certain dat a was obtained Utiough Haver Analytics. 

IMtttieyNet data made available for use by iMonetNet subscribers and press, all others please contact 
iMoneyNct for subscription information. 

Inside Mortgage Finance, 2012 Mortgage Statistical Annual Copyright 2012. www.insideinortgagennanre.cotn. 

® Markiv makes no warranty, expressed or implied, as to accuracy, completeness or timeliness, or as to the 
results to be obtained by recipients of the products and services described herein, and shall not in any vs'ay be 
liable for any inaccuracies, errors or omissions herein. 

© 2012. Markit Group Limited. All rights reserved. Any unauthorized use, disclosure, reproduction or 
clisscniinacion, in full or in part, in any media or by any means, without the prior written permission of Markit 
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Secfion B 

■ insured depository institutions. Farm Credit System institutions, Fannie Mae. Freddie Mac, and the 
Federal Home Loan Banks are not subject to resolution i^ider the OLA. 

’ in t!^e case of a failing insuraunce company, the ccxnpany is resolved under the relevant state’s 
liquidation or rehateiitation process rather than under the FDlC’s receivership process. Special pro- 
cedi.ites also aiDply to the resoWion of faing flnanciai companies that are broker-dealers. 

The Councit met on August 8. 2011; Septemb®’ 15. 2011; Octobw 11, 2011; October 01, 2011; 
November 11, 2011; Ctecember 5. 2011; December 21, 2011: February 1, 2012: April 3. 2012; May 
22. 2012; June 11. 2012; and July 18, 2012. 

' T!ie Freedom of information Act regi^afion is available online at vvww.fsoc.gov. 

' Tiie transparerrcy policy is avaSable onBne at www.fsoc.gov. 


Apponciix A 

' 12U.S.C. §5'S63{a){2). 

•’ 12CFR 1320.10. 

' See 12 U.S.C.§ 5462(6). 

'• The list ot globi^iy systemicalty imports financial institutions, as determined by the Financial Sta- 
bility Board, is avaitable at www.financ3alsfabilityboard.org/pubfications/r_ nil 04bb.pdf 

■'12 U.S.C. § 611 el SBQ. (section 25Aof the Federal Reserve Act). 

’'See 12 U.S.C. § 5462(6). 

' See Bank for International Settlements, Triennial Cenfral Bank Survey. Report on global foreign 
exchange market activity in 2010 {Triennial Survey) (December 2010). The Bank for International 
Settlements reports average daily FX market turnover as 3.98 trillion USDE, which is the sum of one 
side of each FX transaction in 201 0. For the purpose of comparability with statistics provided by 
CLS Bank, this value has been doubled and reported as the tttverage aggregate daily value settled in 
the FX market. 

” CLS Bank currently setltes transactions in 1 7 currencies: (he Austr^ian dollar. British pound, Cana- 
dinrv dollar, Dsri^ist^ krone, euro. Hong Kong dollar, Israeli shekel, Japanese yen. Mexican peso, New 
Zealand dollar, Norwegian krone. Singapore dollar, South African rand, South Korean won, Swedish 
krona, Swiss franc, and U.S. dollar, 

” By settling the two sides of an FX transaction simultaneously, on a PVP basis. CLS Bank substan- 
tially reduces settlement risk to institutions using its services. 

An ASPL of zero would require that settlement members prefund transactions before settlement 
can take place, 

"The maximum potential credit exposure is calculated as the sum of each settlement member’s 
ASPL arid assumes that each member reaches its ASPL at the same time. 

” Members are not required to meet aH additions^ pay-in calls, though non- compliance may result 
in some of tfeir trades not settling at CLS Bank on settlement date and would be considered a 
multiple member pay in failure. 

See 1 2 U.S.C. § 5462(6). However, because OCMs are expressly excluded from the definition 
of an FMU (ttie Act specifically states that 'Ihe term ’financial market utility' does not include - (i) 
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designyied contract markets.--'), the activitie-s of CME’s desigr^ted contract markets fail outside of 


■ ' C-i^TC staff calculation based on volume (based on the number of confr»;ts cleared). The underiy 
ing data for the caici^afion is taken from publicly available data compiled by the Futures Industry 
Association (f !A). See note 16. 

' ' DCMs are CFTC-regulated markets fc? the tradirtg of contracts for sate of a commodify for future 
delivery or con^modity options. Essentially, they are boards of trade (or exchanges) that operate 
under the regulatory oversight or the CFTC, pursuant to Section 5 of the CcKTimodity Exchange Act. 


US Futures S Options Volume 

Number of contracts traded and/or cleared 


2Q11 

GME Group 

3,386.986.678 

ICE Futures US 

107.287,467 

CBOE Futures E.xchange 

12,040.074 

Chicago Climate i'ulures Exchange 

84,580 

NYSE Liffe US 

20,898.174 



US Total 

3.527,296.973 



CME Group % ol total 

96% 


■’ For example, a central counterparty will net member A's long exposure in oN (ftjnnertv to B) and A‘s 
short exposure in nalurai gas (formwly to C). in determining A's collateral requirements. 

Generally speaking, herigir^g activities result in more effici»it markets and, ultimately, lower costs 
for consumers. 

Tlie futures and options markets play critical roles in the U-S. financial system because they 
provide two Important functions. First, market participants such as grain merchants, energy firms, 
and portfolio nianagers use futiwes and options to reduce the risk to their business associated with 
volatile prices. Second, the futures and options markets provide the economy with price discov- 
ery (meaning they help determine the price level for cwnmodities). and because hitures prices are 
determined by stipply and demand, the prices discovered through tiiese markets offer valuable 
economic information that detercnines how (and how much) of these commodities are procfuced and 
consumed. 

■‘'See 12 U.S.C. § 5462(6). 

' The list of globally systemically importaiif financi^ institutions, as determined by the Financial 
Stability Board, is available at www.financialst3bi!ityboard.org/publications/r...1 1 1 10Abb.pdf. 

■“'Sqb 12 U.vS.C. §6462(6). 

The list of globally systemically important financial institutions, as defermiiied by the Financial 
Stability Board, is available at www.linancialstabitityboard.org./publ<cations/r. 1 1 1 104bb.pdf. 

See 1 2 U.S.C, §6462(6). 

'■’ T his data is as of May 2. 2012, For a complete list of all of ICE Clear Credil's clearing eligible 
products, see www.th0ice.com/publicOocs/clear_caBdit/1CE_Clear_Credit_Clearing.„Eligible_Prod" 
ucts.xls. 

See ICE Surpasses $16 Trillion Milestone in Global CDS Clearing at hltpr/.'Irtfieice.com/releasedS ' 
1ail.cfm?ReleaselDi‘545362. 

As of May 10. 2012, ICE Clear Credit's clearing mambers were; Bank of America, N.A., Barclay.^' 
Bank PLC, Barclays Capital Inc., BNP Paribas. BNP Paribas Securities Corp.. Citibank N.A.. Citi- 
group Global Markets Inc.. Credit Suisse Internationai, Credit Suisse Securities (USA) LLC. Deutsche 
Bank AG, London &anch, Deutsche Securities Inc., Goldman. Sachs & Co., Goldman Sachs 
Internationai, HSBC Bank USA. N.A.. HSBC Securities (US^ Inc., JPMorgan Chase Bank, National 
A.ssociation, J,P. Morgan Securities LLC, Merrill Lynch Internationa!. Merrill Lynch. Pierce, Fenner 
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a Smith, incorporated. Morgan Stanley Capital Services LLC. Morgan Stanley & Co. l-LC, Nomuio 
Intorsiatfcwial PLC, Nomura Securities International, Inc.. Societe Generale, The Royal Sank of Scot 
lar>d pIC- UBS AG. London Branch, and UBS Securities LLC. 

^ For example, a central counterparty v«!l net memb«’ A’s long exposure in one CDS index iformeriy 
to B) aixl A’s short ©insure rs a di.ffsrent. but risk-related CDS index {formerly to C), in detemiinltig 
A’s collatera! requirements. 

According to the Bank for Inta'nafional Settlements, “founts outstarrding v.-itfi central coi.irtfer- 
parties... increased to about 17% of the total market at end June 2011. afle.r reaching t6% at etici 
December 2010.'’ Tne BIS report is available at; w%vw, bis.org/pubi/otc_hy1 11 1.pdf. 

Derivatives Clearing Organization Gerrerai Provisions and Core Princip^s. 76 FR 69334 (Nov. 3. 
2011). 

The CDS market prays a critics role in the U.S. financial sy'Stem for financiai market institutions 
bcc.ause it facilitates lending and corporate finance activity among sudi participants, which can bn 
crucial in a tight credit ^vironment. In addition, just as equity inv^tors use indexes (such as the 
S5P 500) to hedge against broad market moves, crecfit indexes serve a similar purpose for credit 
invsatofs (protecting assets) and issuers (locking in advantageous issue levels). 

See 12 U-S.C. § 54e2{6}. 

^ The list o! globally systemrcally important financiai insfituticxis, as determirted by the Financial 
Stobllity Etoard, is available at w'w.v.financials!abilityboard-org/publicaUoriS‘'r,1 1 1 104bb.pdf, 

See 12 U.S.C.§ 5462(6). 

The list of globally systemically imports financial institutirxrs. as determined by the Financial 
Stability EJoard, is available at www.financialstabilityboard.org/publications/r,J 1 1 lO^bb.pdf. 

A portior^ of tlte clearing fund assets must be used to collateralizo the secured line of credit and 
will not be available in addition to the credit itself if the line of credit is drawrr upon. 


Cndnotcs 



280 


Financial Stability Oversight Council 
1500 Pennsylvania Avenue, NW 
Washington, O.C. 20220 
www.fsoc.gov 



281 


Hearing held July 25, 20 1 2 

■‘The Annual Report of the Financial Stability Oversight Council” 

House Financial Services Committee 

Questions from Congressman Ron Paul (R-TX) 

Please provide a direct answer to each question and sub-question while answering each 
question as thoroughly as possible. 

1. Does the President’s Working Group on Financial Markets (PWG) still exist, or has it 
been superseded by the Financial Stability Oversight Council? 

2. If the PWG is still active, how often does it meet? 

a. If the PWG still meets, are records of such meetings made? 

b. If records are not made, why not? 

c. If records are made, in what form, e.g., minntes, transcripts, etc? Please provide 
as complete a list as possible. 

d. If records are made, are these records kept? If not, why not? 

e. If records are made and/or kept, will such records be released to the public or to 
Congress? If not, why not? 

f. If records will be released, when will these records be released to the public or to 
Congress? 

3. Were records made of past PWG meetings? 

a. If records were not made, why not? 

b. If records were made, in what form, e.g., minutes, transcripts, etc? Please 
provide as complete a list as possible. 

c. If records were made, were these records kept? If not, why not? 

d. If records were kept, will such records be released to the public or to Congress? 
If not, why not? 

e. If records will be released, when will these records be released to the public or to 
Congress? 

4. If the PWG is still active, are records made of PWG decisions resulting in market 
intervention? 

a. If such records are not made, why not? 

b. If records are made, are these records kept? If not, why not? 

c. If records are made, will such records be released to the public or to Congress? 
If not, why not? 

d. If records will be released, when will these records be released to the public or to 
Congress? 

5. Were records made of past PWG decisions resulting in market intervention? 

a. If records were not made, why not? 

b. If records were made, were these records kept? If not, why not? 

c. If records were kept, will such records be released to the public or to Congress? 
If not, why not? 
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(1. If records will be released, when will these records be released to the public or to 
Congress? 

6. If the PWG is still active, arc communications of the PWG with market actors kept? 

a. If communications are not kept, why not? 

b. If communications are kept, will such communications be released to the public 
or to Congress? If not, why not? 

c. If communications will be released, when will these communications be released 
to the public or to Congress? 

7. Were past communications of the PWG with market actors kept? 

a. If communications were not kept, why not? 

b. If communications were kept, will such communications be released to the public 
or to Congress? If not, why not? 

c. If communications will be released, when will these communications be released 
to the public or to Congress? 

8. If the PWG is still active, are other tj'pes of PWG records maintained, other than those 
previously mentioned? 

a. If other records are maintained, please provide as complete a categorized list as 
possible of the types of records. 

b. Are these other types of records kept? If not, why not? 

e. If other records are maintained, will such records be released to the public or to 
Congress? If not, why not? 

d. If records will be released, when will such records be released to the public or to 
Congress? 

9. Were any other types of records maintained related to the PWG, other than those 
previously mentioned? 

a. If other types of records were maintained, please provide as complete a 
categorized list as possible of the types of records. 

b. Were these other types of records kept? If not, why not? 

c. If other records were kept, will such records be released to the public or to 
Congress? If not, why not? 

d. If records will be released, when will such records be released to the public or to 
Congress? 

The President’s Working Group on Financial Markets (PWG) was established by President 
Reagan in 1988 to further goals of enhancing the integrity, efficiency, orderliness, and 
competitiveness of our Nation’s financial markets and maintaining investor confidence. As such, 
it has served as a forum to discuss and coordinate public policy issues among its four member 
agencies. The PWG does not intervene in or discuss intervention in markets or exchanges, and 
does not meet with market actors. 
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Treasury is not aware of any minutes, transcripts, or recordings of past PWG meetings. Reports 
and policy statements that have been issued by the PWG are publicly available on Treasury’s 
website, including: 

• Hedge Funds, Leverage, and the Lessons of Long-Term Capital Management ( 1 999); 

• Over-the-Counter Derivative Markets and the Commodity Exchange Act ( 1 999); 

• Terrorism Risk Insurance (2006, 2010); 

• Policy Statement on Financial Market Developments (2008); 

• Statement by the President’s Working Group on Financial Markets (2008); and 

• Money Market Funds (201 0). 

The role of the PWG as a forum for discussion has largely been supplanted by the Financial 
Stability Oversight Council, which was established in 2010. As a result, the PWG has 
continuing staff work through the Financial and Banking Information Infrastructure Committee 
(FBIIC), which was chartered under the PWG and is charged with improving coordination and 
communication among financial regulators, and enhancing the resiliency of the financial sector. 
In addition, the Terrorism Risk Insurance Act of 2002, as amended, requires the PWG to submit 
a report to the House Committee on Financial Services and the Senate Committee on Banking, 
Housing, and Urban Affairs in 2013 regarding the long-term availability and affordability of 
insurance for terrorism risk. 
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Questions from Rep. Ed Perlmutter (D-CO) 

Secretary Geithner, 

Thank you for your recent appearance before the House Financial Services Committee on 
Wednesday, July 25, 2012. 1 appreciate and commend you for your service to our country. 

Although I did not have an opportunity to ask you questions at the recent hearing there are 
several issues I would like to bring to your attention. 

1. Foreign Investment Real Property Tax Act (FlRPTAl 

Commercial real estate properties in communities across the country arc facing a 
severe equity crisis. We need to be proactive in dealing with this issue, because if left 
unchecked, the flood of commercial real estate loans coming due could result in 
significant economic damage to our communities and could become a significant 
liability for our uation's economic recovery. 

One of the factors inhibiting equity coming into this sector is the Foreign Investment in 
Real Property Tax Act (FIRPTA), a law that economists from all perspectives believe 
makes foreign investment in U.S. real estate less attractive. Simply put, FIRPTA is a 
barrier to raising equity at a time that the commercial real estate industry has au equity 
problem too large for domestic investment alone to solve. 

As you know, the Treasury in 2007 — before your time in office — made a very 
controversial ruling (IRS Notice 2007-55) to tax the proceeds of a liquidating REIT, if 
distributed to foreign shareholders, as a sale of real property rather than as stock, thus 
subjecting them to FIRPTA. 

I know the industry and tax experts have come to talk to you regarding the merits 
surrounding the Withdrawal of the Notice. However, are you reexamining this ruling as 
you move forward with your review of rules and regulations that inhibit economic 
activity and job creation? 

The Treasury Department appreciates the vital role of the commercial real estate market in 
the U.S. economy, and we are sensitive to how our rules and regulations affect activity in that 
sector. With that perspective, we are carefully assessing the impact of Notice 2007-55 on the 
commercial real estate market and continue to consider the issues addressed in the Notice. 

Prior to the issuance of Notice 2007-55, foreign investors attempted to use private REITs to 
avoid tax on gains from investments in U.S. real property under FIRPTA in apparent 
contravention of the statutory framework. The Notice clarified that all REIT distributions to 
foreign investors representing gain from the sale of U.S. real property remain subject to U.S. 
tax regardless of whether those distributions represent ordinary-course dividends or 
liquidating distributions. 
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We note that repeal of Notice 2007-55 would have a significant negative impact on revenue. 
The Joint Committee on Taxation estimated in 2010 that repeal of Notice 2007-55 would cost 
approximately $5.5 billion over 1 0 years, and Treasury’s more recent estimates suggest the 
cost of repeal may be higher. 


2. Basel HI Capital Requirements 

1 recently heard from a community bank in Colorado who expressed concern about the 
impact Basel III is going to have on their institution- which is under $1 Billion in assets. 
Under the Basel III framework, bank holding companies with $500 million or more in 
total assets will no longer be able to count trust preferred securities as Tier 1 capital. 
This approach diverges somewhat from what Congress passed in the Dodd-Frank Wall 
Street Reform and Consumer Protection Act. The "Collins amendment" (Section 171) 
or heightened capital requirements are only to apply to institutions with $15 Billion or 
more in assets. 

Community banks rely heavily on trust preferred assets/securities and are an important 
source of capital to fund loans for mortgages and small businesses. As you know, 
they're a long term, 30 year hybrid debt instrument that provides flexibility to banks in 
times of economic distress to what we experienced in 2008. Furthermore, if banks can 
no longer count "trust preferreds" as Tier 1 capital, their risk weighted assets will 
increase and they'll be forced to hold more capital against everyday consumer loans. 
This will make it very expensive for community banks to continue to make profitable 
loans, especially in current economic times. 

I hope you will take the time and effort to work with your colleagues at the Federal 
Reserve and other regulatory agencies to ensure the Basel III capital requirements 
apply only to the most systemically important firms in the United States and not small 
community banks that had nothing to do with the recent financial crisis. 

1 agree with your assertion that community banks in the United States were not the primary 
cause of the recent financial crisis. For this reason, a number of provisions of the Dodd- 
Frank Act were largely tailored to large and complex financial institutions with significant 
capital markets businesses. 

Treasury understands the role that trust preferred seeurities play in meeting the regulatory 
capital requirements for a number of eommunity banks. Improving the amount and quality 
of capital for banking organizations is critical to strengthening the financial system, but it is 
also important to recognize the effeet of excluding trust preferred securities from the capital 
of smaller banks and the potential an increase in capital may have on lending to small 
businesses and consumers. Treasury is not a rule writer for bank capital requirements. 
Nevertheless, we have and will continue to engage with the banking agencies as they 
consider public comments received on their proposed capital rules and work towards final 
rules to implement Basel III. 

3. Housing Refinance as a Wav to Stimulate Economy 
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Considering our current fiscal situation and the fact American consumers are still 
deleveraging, spending less and saving more, we are running out of options/policy tools 
to stimulate demand and grow our economy. However, by allowing homeowners the 
ability to refinance into lower interest payments we can help American’s save on 
average $2,500 a year. Allowing more homeowners to take advantage of historically 
low interest rates will provide a major stimulus to the economy because American's will 
have more money to spend. Many homeowners use the savings on renovations, 
furniture, appliances and other improvements, which help drive growth. 

I commend the Obama Administration, Treasuiy, HUD and the GSE's for continuing 
to help struggling homeowners refinance into lower monthly interest payments. In fact, 
14.9 Million 

Homeowners have refinanced since April 1, 2009. Since the housing crisis began, 
Freddie Mac has helped nearly 4.8 million families refinance their mortgages to more 
sustainable terms and more than 656,000 families avoid foreclosure. 

Please continue to work with folks at HUD, FHA and the GSE's to ensure we are 
encouraging all Americans to take advantage of historically low interest rates through 
the Home Affordable Refinance Program (HARP) and the Home Affordable 
Modification Program (HAMP). 

Treasury remains committed to using a multi-pronged approach to supporting American 
homeowners and preventing avoidable foreclosures whenever possible. To date, there have 
been nearly 1.5 million assistance actions granted through the Making Home Affordable 
Program, including more than 1 . 1 million homeowners who have received a permanent 
modification through HAMP. In addition, TARP’s housing programs have transformed the 
mortgage servicing industry by changing industry standards and practices and have helped to 
make mortgage modifications become more sustainable, leading to a total of five million 
modifications. The Home Affordable Refinance Program (HARP) continues to be an 
effective option for those homeowners who are not behind on their mortgage payments, but 
are unable to secure traditional refinancing because the value of their home has declined. 
Treasury will continue working with our partners at HUD, FHA, and the Federal Housing 
Finance Agency (FHFA), which oversees the GSEs, to encourage more Americans to 
consider refinancing or modifications, where appropriate, and take advantage of today’s low 
interest rates. 


Questions from Rep. Bill Posey (R-FL) 

1. Secretary Geithner, as you are aware, over the past several months, I have had 
numerous discussions with you and your staff regarding my concern about the non- 
resident alien deposit rule you finalized in April of this year. I have repeatedly asked 
Treasury to conduct an economic impact analysis before going forward with the 
regulations because credible sources warned that the regulations would cause 
significant capital flight from the United States to foreign jurisdictions. This is capital 
that will never come back to the U.S. 
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Repeatedly, I was told by you and your staff that the actual cost burden on banks to 
comply with these regulations is minimal because banks will not have to spend much 
money filling out the forms in order to comply. I was also assured that Treasury would 
conduct a .good "public relations campaign” to "get the word out" to foreign 
depositors that this information will simply be collected in case it is needed and will not 
be shared unless it is requested and if we have a tax treaty with the requesting country. 
This was Treasury's plan to prevent capital flight from the U.S. 

I was disappointed to receive a report from the Florida International Bankers 
Association that in the few months following the publishing of the final Treasury 
regulations, the loss of deposits to Florida institutions alone has amounted to nearly 
S300 million. This is before the regulations have even been implemented. Do you 
dispute this assessment and if so, what is your estimated deposit loss and how has 
Treasury calculated that number? 

The Treasury Department takes the economic strength and stability of U.S. financial 
institutions very seriously. Accordingly, in finalizing the rules, we carefully considered the 
potential impact of the bank deposit interest reporting rules on financial institutions. In 
addition, we made several significant changes to the proposed regulations, in response to 
concerns expressed by you and others, in order to make the existing legal and administrative 
protections on the use of the collected information more transparent. Since finalizing the 
rules in April, we have not seen any evidence of significant capital flight from Florida banks 
or other U.S. financial institutions. To the contrary, we have analyzed Treasury International 
Capital data (TIC data), including specifically data on deposits from Latin America, and have 
confirmed that, in the aggregate, deposits did not decline following the release of either the 
proposed or final regulations. Rather, non-negotiable deposits held by foreigners (other than 
foreign official institutions and foreign banks) have increased since the regulations were 
proposed in January 201 1 and since the finalization of the regulations in April 2012. 

We believe that the benefits of the proposed regulations are significant, and they outweigh 
any costs for U.S. financial institutions. The bank deposit regulations are a critical part of the 
United States’ efforts to combat offshore tax evasion — a top priority of the Administration 
and Congress. In order to ensure that U.S. taxpayers cannot evade U.S. tax by hiding income 
and assets offshore, the Internal Revenue Service (IRS) must be able to obtain information 
from other countries regarding income earned and assets held in those countries by U.S. 
taxpayers. Obtaining such information requires the cooperation of foreign governments, 
which, in turn, often requires the United States to be able to provide information about 
nonresident accounts held in U.S. financial institutions. For this reason, similar regulations 
were proposed by both the Clinton Administration and the Bush Administration as a way of 
combating the tax gap. 

Questions for the Reeord from Rep. Royce (R-CA) 

1. Part of the reason I opposed TARP and every other bailont dnring the financial crisis 
was my overriding concern with the moral hazard problem created by government 
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providing such an enormous amount of support to the financial sector. An additional 
concern I had was the steep cost to the American taxpayers of these bailouts. 

It has been four years since TARP passed. According to ProPublica, the government is 
still out S211 billion due to the financial bailouts. While the majority of the outstanding 
funds (SI46 billion) reside at the bailed out government sponsored enterprises, Fannie 
Mae and Freddie Mac, the TARP program also remains in the red. An estimated $64 
billion is the net amount still outstanding within TARP. 

Regardless of one’s position on the bailouts during the crisis, all sides would like to see 
an end to TARP as soon as possible and the explicit government support removed from 
the financial sector. From a good governance perspective, all sides should also be 
concerned with minimizing the ultimate price tag for the taxpayers. 

Recently the T reasury Department announced plans to proceed with a mass auction of 
most of the remaining TARP capital purchase stock. Regarding this development, 
please provide answers to the following questions; 

• In your opinion, what are the benefits and repercussions of the mass auction 
approach? Will this approach lead to the quickest exit from TARP? Will this 
approach maximize the return to the taxpayers? 

• Are there other options that would provide for a quicker withdrawal from 
TARP? Or that would lead to a better return for taxpayers? 

TARP — along with actions by the Treasury, the Federal Reserve, and the FDIC — -succeeded in 
helping to prevent the collapse of the financial system and at a much lower cost than originally 
expected. As of February 8, 2013, we have already recovered 93 percent of the $41 8.5 billion 
disbursed. In the TARP banking programs, we invested $245 billion and have already recovered 
over $268 billion through repayments and other income — representing a positive return of $23 
billion. 

In total, 707 institutions received investments through TARP’s Capital Purchase Program (CPP). 
Today, there are fewer than 200 institutions remaining in CPP, Most of them are smaller, 
community lenders who face more significant challenges raising funds from private investors in 
the capital markets with which to exit TARP and to repay taxpayers. Additionally, many 
community lenders have been particularly hard-hit by troubled commercial and residential real 
estate loans in tbe aftermath of the financial crisis. 

We remain committed to the same approach that we articulated in May 2012, We said then that 
we will continue to use a combination of the following three strategies to exit the taxpayers’ 
remaining CPP investments: 

1. Repayments: Based on our ongoing analysis and discussions with the participants still in 
the CPP, we expect many of them to repay Treasury in full over the next 12 to 18 months. 
We will continue to hold onto our investments with respect to those institutions. 
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2. Restructuring investments: A handful of participants have proposed restrueturing their 
investments — ^typically in connection with a merger or a plan to raise new capital. In 
these instances, Treasury agrees to receive cash or other securities (sometimes at a 
discount to the original “par” value of the investment), whieh ean be more easily sold. 
Treasury has participated in approximately 20 such transactions, and we will continue to 
do so going forward, but only if the terms represent the best deal for taxpayers under the 
eircumstances. 

3. Sales: Treasury plans to sell its CPP preferred stock investments in institutions that do not 
fail into one of the above categories. As of February 8, 2013 Treasury has sold its CPP 
preferred stoek investments in 106 institutions for over $1.8 billion in aggregate net 
proeeeds. We have done this through robust, open auctions using the same procedures 
that we previously developed for auctioning the warrants received from CPP partieipants 
as part of TARP. We will continue to sell many of our remaining positions in individual 
auetions and may also combine some smaller positions into pools. 

We believe these sales can be especially beneficial for community lenders because it attracts 
new, private capital to replace the temporary government support they received through TARP. 
That means that the government is able to exit its stake, while the CPP participant is still able to 
preserve capital on its books. The institution can then continue to use that capital to help them 
lend to families and businesses in their local communities. 

These sales will continue to occur over time, in stages, and we regularly evaluate our strategies 
as we proceed. In most cases, the sale prices may be less than the original par value; however. 
Treasury will only sell above a preset minimum price in order to best protect taxpayer value. 
Moreover, these auctions will not change the fact that the TARP banking programs in total have 
generated a significant positive gain to the taxpayer. At this point, every additional dollar we 
recover from these investments provides an additional positive return for taxpayers. As with all 
of our TARP investments, the extent to which Treasury conducts these sales will ultimately 
depend on market conditions and will be done in a way that balances the need to exit the 
investment while maximizing value for the taxpayers. We believe this combination of strategies 
is the best way to wind down the program in the near term. 

Questions from Rep. Schweikert (R-AZ): 

1. In light of the current Weighted Average Maturity of U.S. sovereign debt, what reason 
does Treasury have for not circulating extended duration bonds, such as 50-, 75-, and 
99-year bonds? 

We constantly review our debt management options and consider new products. In order to 
successfully issue extremely long dated maturing (“ultralong”) bonds, we would need to have 
a consistent source of demand to establish regular and predictable issuance. Numerous 
discussions with investors and market participants have indicated that such demand does not 
currently exist. Indeed, within capital markets, there are, on balance, relatively few tradable 
ultralong financial instruments. Most U.S. mortgages have maximum maturities of 30-years, 
U.S. companies rarely issue debt greater than 13-years, and our 50-year swap market is 
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extremely illiquid. As there may not be consistent sources of demand for longer dated 
maturing bonds, issuing these debt instruments would likely lead to a substantial increase in 
funding costs. 

2. Wouldn't this direction in monetary policy be consistent with the design and intent of 
the Federal Reserve's Operation Twist, and at the same time reduce U.S. exposure at 
future refinancings? 

Given the distinct separation between monetary and fiscal policy. Treasury’s debt 
management is not influenced by actions taken by the Federal Reserve. We do not 
coordinate our policies and instead focus on our goal of financing the government at the 
lowest cost over time. In order to achieve this goal, we have continued to extend the 
weighted average maturity of our debt portfolio, from 48 months during the crisis to 64 
months currently. We also now have the lowest percentage of debt maturing in one year or 
less in the last 30 years. These actions have greatly reduced the United States’ exposure to 
refinancing ri.sk. 
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